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EDITORIAL 


‘ The supreme court, in its recent de- 
re ste cision in the case of the United Railways 
xhaustion Ba *u : : 

on Present Veh: & Electric Company of Baltimore, 

handed down as we go to press, has 

accepted a logical corollary to its former decisions. It has long 

been clear that in determining whether or not a given rate struc- 

ture is confiscatory the test is to compare the probable yield 
thereunder with the aggregate of three things: 


(1) The amounts necessarily expended for supplies consumed, 
wages and salaries paid and expenses incurred in 
rendering the service; 

(2) Compensation for the partial exhaustion of the property 
used in rendering service; 

(3) A return at a reasonable rate on the value of the property 
necessarily employed in rendering the service. 


In previous cases the court had held consistently that the third 
element must be computed upon the present values of the prop- 
erty, and it is entirely logical that it should now apply the same 
ruling to the second element in the computation. Any doubts as 
to the soundness of this decision must be based on practical 
considerations. The difficulties inherent in such a method of 
determination are dwelt upon by Mr. Justice Brandeis in a long 
dissenting opinion. To the accountant, much of this opinion 
will probably seem persuasive, though it is lengthened and 
weakened by references to industrial practices which seem irrele- 
vant to the present discussion. Industrial precedents are not 
valid, because cost is the foundation of industrial accounting 
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just as surely as present value has become the basis of rate 
regulation through the decisions of the court. 


Viewed from the professional stand- 
point, the decision unfortunately seems 
to imply a further enhancement of the 
importance of the engineer and a corresponding diminution of the 
part to be played by the accountant. The question whether 
rates are or are not confiscatory will become more and more an 
engineering question. Up to the present, the practical applica- 
tion of the test above-mentioned has been based mainly on cost 
of reproduction, which is comparatively easy of ascertainment; 
but the next logical step would seem to be to base the determina- 
tion on a consideration of the cost and the rate of exhaustion of 
an ideal plant capable of rendering the same service. If the 
value of the property employed or exhausted is to be the test, 
that value is no greater because the plant rendering the service 
is expensive and subject to rapid depreciation than it would be 
if the same service were being rendered by a different type of 
plant, cheaper to construct and subject to less depreciation. If 
this view is correct, the determinations of the courts in future 
cases may become more and more speculative and the practical 
outcome depend largely on the skill of the professional ad- 
visors to the two sides of the controversy. Our engineering 
friends are to be congratulated on the prospect thus opening 
up and we have no doubt the utilities, with their aid, will 
fare well in the courts. For the present, and until the price 
curve turns downward or new inventions render existing plants 
obsolete, the public may expect to bear not only the cost of higher 
compensation to the utilities but the higher cost of securing that 
compensation. 


Decision Favors 
the Engineer 


Of course, there is another side of the 
picture. The courts have always in- 
sisted that rates must be reasonable and 
may not be increased, even if they are not fully compensatory, 
if an increase would make them unreasonable. While this 
limitation is itself difficult of enforcement, the American public 
by and large gets its service from the utilities at reasonable prices. 
Perhaps, therefore, there will be no general complaint if a part 
of the skill and resourcefulness which is constantly being devoted 


Public-utility Rates 
Are Reasonable 
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to reducing the cost of operation is diverted to the task of increas- 
ing the limit of gross revenues. Furthermore a meed of praise 
should be accorded to those who presented to the court in the 
Baltimore case a record which forced the court to the conclusion 
that a return of 6.26 per cent certainly was not, and a return of 
7.44 might not be, sufficient to attract capital into the street- 
railway field. 


There is no question at present before 
Treatment of Stock , : 

Dividends the accountant which excites keener 
interest than the recipient’s treatment 

of stock dividends, and this condition will continue while there is 
the least uncertainty as to the proper classification of such distri- 
butions—or perhaps until the current practice of giving stock- 
holders more stock is superseded by some other plan as yet un- 
known. THE JOURNAL OF ACCOUNTANCY has expressed the belief 
that the decisions of the courts in certain cases involving income 
taxation have clearly shown that a stock dividend is not income 
while it remains a stock dividend. The well-known argument 
that increasing the number of pieces of paper indicating owner- 
ship in an asset or group of assets does not increase the value of 
the owner’s holdings seems to us quite sound in almost all cases. 
There are instances wherein the distribution of a stock dividend 
does not flatten the price of the stock and the new shares have an 
immediate value in and of themselves without taking anything 
from the value of the older shares. But even in such circum- 
stances we can not bring ourselves to the belief that a stock 
dividend is really income until it has been converted into cash. 
Furthermore, as one correspondent asks, when the stock is sold 
why should not part or all of the proceeds be treated as a 
reduction of cost or book value of original holdings upon 
which the stock dividend was based? Let it be admitted 
for the sake of illustration that the new stock is easily salable 
—as it is, for example, in the case of the North American 
Company, which has been the topic of much discussion in 
these pages during recent years. It does not seem to us that 
the ability to realize profits is actual realization prior to sale. 
If a man who owns a piece of land which he purchased for $1,000 
and has held during a time of rapid advance in values, now finds 
that his property can be sold whenever he desires to sell for $10,- 
000—he has, let us say, a firm offer of that amount—has he re- 
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ceived a profit of $9,000 on his investment (omitting all question 
of interest, taxes and other carrying charges) or has he merely an 
opportunity to make a profit if he cares to do so? The courts 
hold that there is no profit ‘‘until realized,”’ or, in other words, 
cash is the determining factor. Comments which appeared in 
THE JOURNAL OF ACCOUNTANCY for November, 1929, on the 
general subject of stock dividends have been criticized both 
favorably and adversely. Someaccountants incline to the opinion 
that any attempt to differentiate between stock dividends which 
increase one’s wealth and those which simply alter the form of 
evidence of wealth is fraught with too much difficulty and doubt 
to be worth while. They prefer to cling to the dicta of the courts 
that nothing is income until it becomes tangible. Other ac- 
countants are convinced that dividends in stock, such as those of 
the North American Company, which are paid regularly in lieu 
of distributions of surplus, can be taken as true income and should 
be treated by the recipient precisely as he would treat cash. These 
readers are not afraid to attempt to classify stock dividends as 
either income or mere transformation. They would base their 
decision largely upon market values; and some go so far as to say 
that stock dividends may be entered in the books of the stock- 
holder at the market price prevailing on the day of receipt, what- 
ever be the state of the market—whether quotations are sane 
or as unreasonably high as they were before the collapse of last 
October. 


From the letters received we select 
the following: 


“I have read with considerable in- 
terest the recent editorial section in THE JOURNAL oF Ac- 
COUNTANCY relating to stock dividends. Almost immediately 
thereafter came the bulletin of the American Institute of Ac- 
countants, dealing with the same subject. The latter naturally 
deals with the subject more fully and it seemed to me that your 
briefer editorial notes might lead some accountants who did not 
consider all the facts of the case into an untenable position. 

‘‘T refer more particularly to your caption ‘Stock Dividends Are 
Not Income in Law.’ This is surely misleading, as the case 
quoted in support of this point of view was a tax case, which must 
be construed strictly in favor of the taxpayer, and each decision is 
only given on the facts before the court and, naturally, facts 
relating to every stock dividend could not have been before the 
court in the particular case decided: actually the case involved an 
unusual distribution of a 50% stock dividend. 


The Opinions of 
a Correspondent 
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‘‘In these days when many companies have made a regular 
practice of distributing a portion of their current earnings in the 
form of stock dividends, in order to strengthen their cash position, 
though desiring to distribute a reasonable portion of their current 
earnings, it is surely optional to the recipient of such dividend 
whether he sells it, and thereby converts it into a cash income 
without reducing the book value of his actual original investment 
in the company, or whether he increases his investment in the 
company as compared with a year ago, by holding it. The latter 
course would be identical with an investor in a company distribut- 
ing cash dividends who, not requiring the cash, invested his divi- 
dend in additional stock in the same company. 

“It is respectfully submitted that there is not the clear-cut 
distinction that there should be between a stock dividend made 
as part of the regular distribution out of regular earnings, such, 
for example, as the distributions of the Electric Bond & Share 
Company and Sears, Roebuck & Company, and substantial stock 
distributions amounting to as high as 100% or even more, where 
the desire presumably is to keep the stock of the corporation in 
question to reasonable limits for the average investor. 

‘Another angle of the discussion seems to have been entirely 
overlooked, namely, the apportionment of stock dividends 
received by a decedent’s estate and its distribution between life- 
tenant and corpus. There, of course, the situation is covered by 
the state law and not the federal law and, to the writer it seems 
very properly, several of the important states have laid down rules 
legally to determine what portion of a stock dividend should be 
paid to the life-tenant as being income indisputably. In those 
states that still keep the old rule, apparently inherited from or 
adopted from the English law, that stock dividends are accruals of 
capital, apparently the testator, if he wishes his life-tenant to 
receive the entire income of the estate or trust fund, and any of his 
investments are in companies that make periodical small stock 
dividends as part of their system of distribution of current earn- 
ings, should insert a special clause in his will to deal with the 
matter. 

‘Whilst it is realized that your editorial in particular seems to 
have in mind principally the numerous investment trust corpora- 
tions, to which it especially refers, it perhaps generalizes too much 
not to be somewhat misleading. 

“Yours truly, 
“j. HB. Seaes.” 


These comments by Mr. Stagg are wel- 
come. They express what seems to be a 
common conception of the nature of 
stock dividends. There is, however, nothing in this letter which 
necessarily conflicts with the opinions published in these pages. 
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The difference seems to be chiefly due to misunderstanding of the 
premises. The caption to which our correspondent refers is not 
misleading if it is wholly true, and that it is true is admitted. 
The reasons for declaring stock dividends in place of ordinary 
cash payments are not now at issue. If that were the only bone 
of contention there would be perfect peace. THE JOURNAL OF 
ACCOUNTANCY ’s opinion of the stock-dividend policy of the North 
American Company is evident in the editorial notes which ap- 
peared in May, 1928. The question which is now of interest is 
the treatment of stock dividends when received, not the theory 
which is back of their distribution, and we cannot see the slightest 
justification for taking into the books of the recipient, whether 
corporate or individual, a right to profits before that right has 
been exercised. Someone may say that it is splitting hairs to 
accept as income the payment received for stock sold and to 
reject the stock which can be sold for cash at a moment’s notice. 
But the truth is that the market value of stock may change in a 
moment and a right to sell not exercised may fade away as quickly 
as any other intangible item. Let us suppose that there are two 
stockholders, A and B, each of whom received a stock dividend 
October 1, 1929. The market price of the stock on that day 
was, perhaps, $100. The stockholder whom we call A felt that 
his dividend would be more acceptable in the form of cash and, 
accordingly, his share of stock was sold for $100. B believed that 
the prospects of an advance in value made it desirable to hold his 
share. On October 31st the market had gone to the devil and 
the stock was then sold at, say, $10 a share. Does anyone con- 
tend that the two men received the same amount of income? 
It may be constructive to inquire what effect would have followed 
a decision by both A and B to enter their stock dividends in their 
books at the market value of October Ist. 


The apportionment of stock dividends 
received by a decedent’s estate to life- 
tenant and remainderman is, as Mr. 
Stagg justly points out, a matter of importance and no little 
difficulty. When state statutes provide a method it is, of course, 
perfectly simple to make a division, but even in such cases there 
may be serious injustice, or at least interference with disposition 
of the estate according to the wishes of the testator. A company, 
which has never paid a dividend, may have been regarded by the 
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testator as a remote source of profit and he may have felt that his 
share in the company should go over to the corpus of the estate 
after death of all life-tenants. Shortly after his own death the 
company may adopt the policy of distributing stock dividends, 
with consequent reduction in the value of the original stock. If 
stock dividends were income in such a case the corpus of the estate 
might receive practically nothing and the life-tenants practically 
all—and that in direct opposition to the intentions of the testator. 
Or a company, which had always paid dividends in cash, may have 
been regarded by the owner as a source of immediate returns and 
he may have willed his interest in it so that a life-tenant would 
receive the proceeds. Then the company may have changed its 
policy and stock dividends may have taken the place of cash. 
If these dividends are not income and were not converted into 
cash the life-tenant would not gain and the remainderman would 
receive all. The whole question of the rights of legatees has 
always been full of fine legal problems, and there have been com- 
paratively few estates in which bequests to life-tenants have been 
included that have not led to a great deal of dispute. Quite 
often the purpose of the testator has been entirely frustrated. It 
is not astonishing, therefore, to find that the stock dividend of the 
present-day vogue is confusing to the administrator of estates. 
It would be unwise to expect anything else. But that does not 
seem to affect the vital consideration. It does not change the 
nature of a stock dividend to pay it to the estate of a decedent. 
As Mr. Stagg suggests, the course of wisdom is to make specific 
provisions in wills that stock dividends shall be regarded as 
income or as principal. Then there should be no complications. 
If no provision of that kind is in the will the life-tenant may be 
unfortunate, but that will be due to circumstances over which he 
can have no control. Because an administrator believes that 
distributions should be made available to life-tenants is not suffi- 
cient reason for departing from the established principles of law. 
Mr. Stagg is partly correct in assuming that the notes to which he 
refers were concerned with investment trusts. They were 
directly relative to all holding companies and to the stock divi- 
dends received by such companies from other companies. The 
chief peril in the entry of stock dividends at market value on the 
date of payment is the tendency to gross inflation of apparent 
profits and the consequent effect upon the dividends, either cash 
or stock, to be distributed by the recipient companies. Upon 
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that point most accountants seem to agree. We can not for the 
life of us see how a method of valuation of stock dividends which 
is unsound and dangerous in the case of a corporation can become 
sane and safe in the case of any other stockholder. 


At a recent meeting of a state society of 
accountants a speaker referred to the 
custom of charging low fees for profes- 
sional services when the client to whom such special consideration 
was accorded might be expected to call upon the accountant for 
more important services in the future. The question was not 
discussed at any length and there may have been wide differences 
of opinion as to the propriety or impropriety of allowing the po- 
tential to influence the actual. The comments which were 
heard seemed to be in opposition to allowing future relationship 
to affect the amount of fees for past labor. The subject is one that 
is elusive and not readily defined. Nearly every mortal is in- 
clined to let the possible effects sway him in the determination of 
policy or even principle, and it is a counsel of perfection to urge 
that one hew to the line, let the chips fly where they may. Now 
and then arises a citizen whose indifference to the throng about 
him makes him conspicuous; but most of us in our calm moments 
—there are still a few calm moments in the lives of the majority— 
prefer to ponder over intentions before they become facts. It is 
manifestly quite wrong to base a professional fee upon the ability 
of the client to produce later fees. Indeed, it savors a little of a 
contingent basis for fees when the element of possible repetition 
is allowed to prevail. But it is folly to ignore all save the abso- 
lutely righteous, and even accountants may be conceded a few 
human frailties. There may be many accountants who could be 
induced to charge a merely nominal fee for a casual service to a 
great corporation whose appreciation might take the form of an 
annual audit. So much may be admitted. That differs, how- 
ever, rather sharply from the utterly reprehensible practice of 
charging what one might call sprat fees—bait for mackerel. 
They might also be called gratitude fees, on the theory that grati- 
tude, as Sir Robert Walpole said long ago, is a lively sense of 
future favors. We have heard of firms which have been so lost 
to decency that they have offered to undertake accounting work 
for a song—often out of tune—in the confident assurance that the 
establishment of temporary association with a client would lead 
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to permanent retention in a professional capacity. Generally 
such magnanimous offers are addressed to clients of other ac- 
countants. The short-sightedness of the business man who will 
accept something for nothing more tangible than prospective 
emolument is not the point at present. Such a man is not to be 
pitied when he finds that too often the something which he ex- 
pected for nothing turns out to be precisely equal in value to the 
fee. One usually gets about what he pays for, and most bargains 
are expensive. There is, however, record of a few cases in which 
an accountant has rendered good service at a loss to attract 
clients, and in such cases it is the state of the accountant rather 
than the fate of the client which is of interest. 


There is no law nor rule of conduct which 
forbids an accountant to work without 
fee. An old legend describes the strange 
history of a lawyer who neglected his fees, but he lived, if the 
story is true, in a far country and at a remote time. There was, 
too, some reason to doubt his sanity. There is nothing written 
for the guidance of the practice of law which makes imperative 
the marriage of service and fee. In fact, there seems to be no 
specific requirement that a fee shall be charged or collected by 
any professional man; and the accountant is, therefore, within his 
rights if he waives the fee. A wise client, however, will look 
askance at the over-benevolent accountant and will suspect that 
there may be implications not nominated in the bond. Some 
clients, alas, are not wise. Some will take what they think 
to be advantage of special introductory prices, as they say in the 
advertisements of cosmetics. It is a grave question whether the 
accountant whose fees are only partly in cash and chiefly in good- 
will is foolish or worse. The objections to contingent fees are 
almost as potent where gratuitous services are concerned, 
except, of course, when services are rendered as an act of pure 
charity or public spirit. For those there can be only praise. 
If an accountant’s work is worth anything at all it is worth as 
much in one instance as in another, provided the service is the 
same in both. It is not fair to the accountant to spend himself 
without immediate reward. Every laborer in the vineyard of the 
professions is worthy of his hire. It is not reasonable to expect 
that a man who works for nothing except goodwill will be impartial 
and judicial. A fee contingent upon the results of a case is con- 
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demned principally because the very fact of contingency almost 
precludes unprejudiced opinion. Only the super-man can rise 
above the miasma of personal interest. When the accountant 
voluntarily sacrifices his fees or sets them below compensation 
he indicates instantly that his interest is primarily in the results 
of his ostensible generosity to the client. Can he be expected to 
exercise that cold, dispassionate judgment which is equally ready 
to damn or to commend—that detached impartiality which is the 
essence of the professional obligation—when what he seeks is the 
friendship of the client? His insufficient fee is an incontrovertible 
proof of his purpose. There is also this further thought concern- 
ing the expectant practitioner and his feeble fees: he may acknowl- 
edge that his charges are intentionally inadequate for purposes of 
magnetism; but does he know that it is more difficult to rise to 
fair levels from the depths than it is to start aright without pre- 
liminary descent? That transforms the question to one of simple 
expediency, which may be more convincing than any argument 
on purely ethical theses will be to these mackerel fishers. 


Observant readers of THE JOURNAL OF 
ACCOUNTANCY will detect in this issue 
of the magazine several changes in form 
and arrangement. To begin with, the editorial notes, which for 
many years have sheltered between the contributed articles on 
specific accounting subjects and the regular ‘“‘departments,”’ 
as they have been called, now come into the leading position on 
the first and succeeding pages. This change is made in response 
to many requests—based perhaps upon the notion that the 
thorough reader can tackle them with unwearied intellect and, 
having passed them by, can then refresh himself at the fountain 
of purer wisdom which contributors supply. Another change, 
which we effect with genuine regret, is the omission of a special 
section devoted to consideration of the questions of income-tax 
law and its administration. Ever since 1913, when income in 
this country became a sort of partnership affair, in which the 
federal government insisted on participating, we have published 
narrative and analytical comments upon the tax statutes and the 
incidence of taxation. Now Stephen G. Rusk, who has served 
most recently as editor of the tax department, has asked to be 
relieved of the responsibility, and his request has been reluctantly 
granted. In view of the gradual approach to standards in the 
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execution of tax laws and the apparently lessening interest of the 
accountant in tax cases, it seems unnecessary to allot each month 
a portion of the magazine to the subject. Instead we shall at- 
tempt to present summaries of the most important enactments or 
rulings as they appear. In addition to what may be called news 
of taxation, we intend to assign from time to time whatever space 
may be required to a brief synopsis of really important current 
events which may affect the interests of all who profess and call 
themselves accountants. Much of the matter which will appear 
will be summarized from full reports published in the Bulletin of the 
American Institute of Accountants. The Bulletin is to continue 
as before—and in passing it may be noted that the Bulletin 
evidently meets a demand for a detailed chronicle of contemporary 
affairs—but the outstanding events which are recorded there and 
elsewhere will be brought directly to the attention of readers of 
THE JOURNAL OF ACCOUNTANCY. Laws relative to the certifi- 
cation of accountants, significant court decisions, regulations 
affecting corporate procedure and similar matters will be men- 
tioned. Other plans for the future construction of THE JOURNAL 
or ACCOUNTANCY are under consideration and, if found desirable, 
will be introduced. Accountancy is changing almost daily and 
its spread now carries it into the fields of finance, economics, 
civics, sociology and the like. It can no longer be restricted by 
the old boundaries of debit and credit. The growth of profes- 
sional accountancy is a constant marvel to the old fellows and a 
spur to the imagination of the young—sometimes too sharp a spur. 
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A ROUGH SKETCH 
By WALTER MucCKLOow 


‘“‘Benk! Benk! Benk!”’ 

One evening, when looking over some English newspapers, I 
could have sworn that I heard this cry as I came across a picture 
showing the additions which were to be made to the fabric of the 
Bank of England, and suddenly I felt as if I had been transported 
three thousand miles, carried backwards for a little more than a 
generation and ail my senses brought successively into intense 
activity. 

I could see the crowded streets on a week day, the deserted 
spaces on a London Sunday. I could taste the smoke of a No- 
vember fog which shut out all sights. I could feel the push of 
passers-by rushing for a bus. I could smell the pavements on a 
hot August afternoon. But above all, more insistent than all, I 
heard the bus conductor standing on his small step, hanging on 
to his leather strap or slapping the side of the bus with it as a sign 
to the driver to go on, and calling ‘‘Benk! Benk! Benk!”’ 


‘““Newgate, Cheapside, Benk!”’ 
“City road, Moorgate street, Benk!”’ 
“Bishopgate street, Cornhill, Benk!” 


From all directions north of the river the bus lines seemed to end 
at the ‘‘benk”’ and the busses, having reached that terminus, set 
forth again and used it as a starting point. 

To the conductor, and to those who heard him, the word 
“‘benk”’ signifies but one thing, the bank; it is unnecessary to add 
other words, for to them the ‘“benk’’ means only the Bank of 
England which to them is the bank not of London, not even of 
England or of the world, but of the universe. To the man on the 
street the name ‘‘Bank of England’”’ stands for security un- 
equalled and beyond attack. ‘As safe as the Bank of England”’ 
is as final, as comprehensive, as is the phrase ‘‘as sure as death.” 

Is it due to subconscious memory of the raids on the exchequer 
which leads a Londoner to say ‘‘as safe as the Bank of England”’ 
rather than “‘as safe as the government”’ or “‘as safe as consols’’? 

Is there any other financial institution so recognized? I doubt 
if there be. 
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It seems natural then for questions without number to arise. 
What is this bank? Why is the word used without adjective or 
article? Why, when, how, by whom and for whom was it started? 
What kind of person was the citizen of London when it was 
born, what has been its history and wherein lies the secret of its 
power? 

Here is a bank, organized by a Scot, originally supported by a 
politician, authorized by a Hollander, formed primarily to provide 
a fund from which the government could borrow heavily when all 
available means of taxation had been exhausted; a body of which 
its founders were so ashamed, or so doubtful, that they dared not 
mention it by name in the title of the act of parliament author- 
izing it but tucked it in at the end of an act imposing additional 
taxes; a corporation to which a charter for only twelve years was 
granted, and even when subsequently renewed was extended for 
sixteen years only. Yet this bank has exercised a greater influ- 
ence on the world’s finances than has any other. How has this 
been accomplished ? 

An attempt to answer the question led to a good deal of miscel- 
laneous reading which proved so fascinating that I am tempted 
to try to share the charm with others. 

In order to understand the circumstances surrounding the 
formation of the Bank of England, it is necessary to carry our 
minds back for two or three centuries and to picture to ourselves 
the chain of events culminating in the startling changes which 
occurred in the closing years of the seventeenth century; to try 
and look into the mind of the average London merchant as it then 
was, for the bank has always been pre-eminently an institution of 
“the city’’ of London. 

During recent decades changes so startling have come so rapidly 
and in such numbers that many of the younger generation of the 
present day are prone to think that the times in which their 
progenitors lived were slow; and they fail to realize, or do not 
know, that in many ways those progenitors made changes and 
advances as sudden, as surprising and as great as—I had almost 
said greater than—those of recent years. 

It is useless to attempt any general picture of England 
during those times, for who would be so foolish as to invite 
comparison with Macaulay? Still, it is necessary to try to catch 
the thread of events and to unravel the tangle which those events 
caused. 

93 











The Journal of Accountancy 








I—THE LONDON MERCHANT 


During the whole of the seventeenth century, England had been 
in a condition of fusion, of flux and of formation, and it must be 
remembered that those changes occurred in a country which 
naturally changes slowly, where a college founded at Oxford in 
1379, as St. Mary of Winchester, is still called New College, and 
where even today most purchasers of motor cars expect their cars 
to live and be useful as long as did the horse to which they were 
accustomed. 

As compared with today, communication was slow, books were 
few; the newspaper was about to be born, news was spread by 
letters and by word of mouth, and descriptions of past events 
were passed along to each successive generation. The eighteenth 
century was well advanced before the merchant found his news- 
paper awaiting him on his breakfast table. Quite literally the 
tales of a grandfather were the favorite and principal source of 
information as to the events of the immediate past. 

Let us recall for a moment some of the principal memories of 
any of those who founded the bank and some of the experiences of 
which their grandfathers must have told them. 

These latter would easily run back to the days of Queen Eliza- 
beth. The grandfathers might have seen Hawkins or listened to 
Shakespeare. They might well have been present at the death 
of Raleigh, the last of the Elizabethan heroes. They would recol- 
lect the troublous times of James I and Charles I. Probably 
some of the first directors of the bank were themselves taken to 
witness a great tragedy in English history—the putting to death 
of Charles I—and lived through the protectorship of Oliver 
Cromwell. 

Those directors may have attended Cromwell's funeral and may 
have seen, a few years later, Cromwell's exhumed body dragged 
on a hurdle through London to Tyburn and later exposed on Red 
Lion field, which we now know as Red Lion square. 

They saw the revulsion from the severity of the Puritans to the 
indulgence of the Stuarts, from the rule of the pietist to that of 
the worldling. Finally, they had seen the law of descent set 
aside and a foreigner invited to accept the English crown solely 
because he had married an English woman and was a Protestant. 

In those days religious observance was far more general and 
obligatory than it has since become. The city affords a striking 
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example, for its square mile was divided into one hundred and 
twelve parishes, each with its saint and its church. Eighty-nine 
of those churches were destroyed in the great fire. The Protes- 
tantism of Elizabeth was followed by the sectarianism of the pro- 
tectorate, after which the fear of Rome again seized men and in the 
civil war brother fought brother. Catholics persecuted Pro- 
testants. Protestants tortured Catholics. And scars were left on 
the minds of men at least as deep and as lasting as those caused by 
the civil war in America. Even as late as 1711 all ‘‘ papists’’ were 
ordered to leave the cities of London and of Westminster. To us 
it may seem unreasonable, but it is true, that the twenty miles of 
water in the English channel formed so sharp a dividing line that 
north of it Roman Catholics were persecuted and disfranchised, 
while south of it a Protestant was regarded as being so nearly a 
criminal that even John Law was obliged to change his faith. 

In social life there were beginning many of the custoins and 
there prevailed many of the ideas which we follow today. The 
coffee house, the club, the theatre, the opera were established 
and a censor was provided, even as now. In dress, the magnifi- 
cence of earlier days was being abandoned; and in many other 
matters the practices of 1700 resembled those of 1930. 

Conservatives complained that women were adopting dress 
similar to men’s, that girls even then used too much lip-stick and 
wore too bright colored stockings—although they showed less of 
them than they do today. The “vanities’’ of today were carried 
by the younger men of fashion in the lids of their snuff boxes, but 
women and children were addicted to smoking, and it was not 
unknown for a school master to grant a recess in order that the 
pupils might smoke and refresh themselves. 

Nor was the equivalent of the ladies’ cocktail unknown, for their 
tea was frequently fortified with ‘‘ratifias’’ and their still rooms 
were well provided with restoratives, strong waters and juleps. 
Jewelry was not forsworn and one of the most striking customs 
was the giving of mourning rings at a funeral, 128 rings being 
presented to mourners on the death of Samuel Pepys. 

The language of the day approached closely to that of today, 
as is proved by The Spectator and The Tatler, and it was only 
among the bloods of the West End that one would hear a lady 
addressed in such phrase as ‘“‘Madam, split me, you are very 
impertinent.” Nor would he see, in the city, men greeting each 
other with a kiss, as was the habit of some in the West End. 
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Innumerable smaller resemblances to our customs of today 
could be given. For instance: wall papers were beginning to take 
the place of wainscotting; penny post was established; shoe 
blacks were numerous on the streets; fireworks frequently closed 
an evening’s entertainment; Indian clubs and dumb-bells were 
used for exercise; and oranges sold for four cents each. 

The taste of the cultured still preferred the classics, and French, 
Latin, Greek and Hebrew were taught in many a school—and 
memory of them appears to have been retained by the pupils 
better than it is today for at least one coffee house—Hogarth’s— 
advertised that Latin was spoken there and extended an invita- 
tion to all who could converse in that tongue. 

Still other subjects were offered, such as shorthand, which was 
used by many. Mathematics which were still taught ‘‘ according 
to Cocker”’ although he had died in 1677. The ladies attended 
cooking schools, as they do now, and for the poorer classes free 
schools and burial clubs were provided. Garden clubs were not 
required to ensure flower growing, for the men had the leisure and 
the taste for gardening and many an advertisement is found for 
lignum vite, roses, camellias and many other of the plants which 
decorated the forecourts and gardens of city houses. 

To accountants it is interesting to remember that during this 
period accountancy received serious study, and while two or three 
books on the subject had appeared in England during the six- 
teenth century, Richard Dafforne’s book, The Merchant’s Mirror, 
was the first work which appears to have exerted much influence. 
It was published in 1636, a second edition in 1656 and still another 
in 1684. He believed that double-entry bookkeeping was used 
by the Romans long before the days of Julius Caesar, quoting 
Cicero as his authority, while a Dutch writer carried the origin 
further back and insisted that scientific accounting was used in 
times prior to the classic days of Greece—a claim substantiated 
in part at least by recent discoveries in Ur. 

Accountants were in practice in London in 1694 and several 
were called upon to examine the accounts of some of the directors 
of the South Sea Company. Apparently, as was natural before 
the advent of the typewriter and the typist, accountants con- 
sidered good handwriting as an essential qualification, for one of 
them, Charles Snell, described himself as ‘writing master and 
accountant”’, and made one of the examinations just mentioned. 
Apparently it was recognized even then that the value of an ac- 
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countant’s work lay in the value of his opinion, for Snell does not 
call his report a “‘balance-sheet audit’’ but ‘“‘Observations made 
upon examining the books of Sawbridge & Company.” 

Traffic was carried by wagons and to some extent on pack 
horses for about five shillings for 112 pounds each 100 miles. In 
London travel by the river was common and the cries of ‘‘ Rest 
oars’’ or ‘‘Sculls”’ took the place of the later ‘‘ Hansom”’ or ‘‘Cab”’ 
and of our present day ‘‘ Taxi.” 

Perhaps the principal factors affecting British commerce in the 
eighteenth century were the development of its colonies and its 
colonial policy and the steps taken to protect its trade with those 
colonies. The geographical discoveries of the sixteenth century 
and their exploitation in the seventeenth placed England and 
Holland in the front of commercial development, and transferred 
the center of business from the Italian republics of the Mediter- 
ranean to the bleaker airs of the North Sea on each side of which 
it grew and flourished. 

The rich east was the aim of new routes, and desire to reach it 
quickly and safely is largely responsible for the discovery of 
America, the foundation of the British colonies and the formation 
of the great companies, such as the East India Company, the 
Hudson Bay Company and the South Sea Company. 

Holland pressed Britain hard and, to protect her own business, 
England passed the navigation act, requiring that only English 
ships should take goods into an English colony and practically 
placed an embargo upon foreign vessels desiring to trade at Eng- 
lish ports. 

Low rates of interest are no new thing, for Holland had ren- 
dered them practicable through its bank. In England the legal 
rate in 1600 was 10%, but was reduced to 8% in 1624, to 6% in 
1661 and in 1681 the East India Company borrowed £600,000 
at 3%. 

Perhaps, as Gomme claims, London was occupied in palzolithic 
and neolithic times, was a city of the Celts and a place of impor- 
tance in Roman days. Be that as it may, in the seventeenth 
century London had overtaken her European rivals in commerce, 
the chief of which had been, latterly, Amsterdam, and had laid the 
foundations of her world-wide influence. 

It was but a small place, for the “‘city”’ contained only 673 
acres, but it was a busy spot, so busy that as far back as Oliver 
Cromwell’s time, the traffic was congested to such an extent that 
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the pedestrian was in danger of his life and the lord protector 
ordained that not more than 200 hackney coaches should be al- 
lowed on the streets within a radius of six miles of Charing Cross. 

Attempts were made to encourage home industries, one of the 
most curious being an act of parliament requiring that all corpses 
should be robed in flannel before burial to stimulate the woollen 
manufacture and the curate was required to make an affidavit 
that this had been done. 

In London the various bands of rowdies known as ‘‘Scowrers’ 
‘‘Hectors,’’ ‘‘Muns”’ and, later, ‘‘Mohocks’’ assaulted persons 
and buildings and made the streets unsafe, while the footpad and 
thief infested all roads. The merchant’s money was in London— 
he knew that a fool and his money are soon parted and, being no 
fool, he kept pretty close to the capital and to his capital. The 
London magnate lived over his shop, his warehouse or his count- 
ing house; if he journeyed even four or five miles away he could 
rely upon meeting those who would relieve him of his valuables, 
for footpads haunted Islington, Chelsea and the other suburbs. 

Houses were cheap and current advertisements in 1697 offered 
a ‘‘good merchant’s house”’ close to the Royal Exchange with 
warehouses and vaults for £60 a year; four brick houses with 
shops in the city were offered at £20 a year each—and a 40-year 
lease was offered. The Royal Exchange formed a center for a 
world-wide business, while many a coffee house formed a sub- 
center for special ‘‘lines’’ as we should now call them, such as Lloyd’s 
for marine matters, ‘‘The Baltic’’ for trade in Russia and so forth. 
The stock-jobbers held market, and those from each nation could 
be distinguished by their dress—Germans, Italians, French, 
Hollanders, Dons and Jews were all there and London was be- 
coming the center. 

Among the modern names Child’s, Hoare’s, Stone’s and Mar- 
tin’s were then to be found and the two former continued well 
toward the twentieth century. 

The changes of the century—political, religious, social and 
commercial—had led to a feeling of uncertainty, and the fear of 
change of government was not by any means laid to rest when 
William III ascended the throne. The Tudors had passed, the 
Stuarts had come and gone, returned and fled; the protectorships 
had disappeared. Would things be more permanent under Wil- 
liam III, a foreigner undoubtedly able but equally undoubtedly 
difficult of approach, whose manner was harsh, whose stern 
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composure of face was seldom, if ever, disturbed, until the tears 
ran unchecked down his cheeks while his wife, Queen Mary, lay 
on her death-bed? 

To these internal conditions were added the external, the physi- 
cal changes resulting from the great fire; for rebuilding was still 
in progress in 1694, and Sir Christopher Wren was still engaged 
on his masterpiece, St. Paul’s cathedral, which was in course of 
construction. 

Quite probably some of the founders of the bank had wandered 
about the burned city, perhaps in the company of Pepys and of 
Evelyn, and seen the ruins of the 13,000 houses burned and, pos- 
sibly, the leaves of the books in many a library start on the windy 
way which carried some of them on a twenty-one mile journey 
to Windsor. 

To sum the matter—the merchant of London was prosperous, 
well satisfied with himself, had an eye on world-wide business, 
enjoyed life and lived comfortably, was staunchly Protestant, and 
the events of his life-time had made him wary and weary of 
changes—proud of his city, loyal to the crown but somewhat 
suspicious of a sovereign, willing to help the government but 
unwilling to be imposed upon or robbed. 


II—THE BANKING SITUATION IN 1694 


For centuries kings had borrowed on privy seals or letters 
patent. When a king wished to borrow, some of these documents 
were made out and sent to individual persons throughout the 
country. A recipient filled in the amount, deposited the sum 
with a collector who acknowledged receipt, and the document 
acquired legal force and became a negotiable instrument payable 
at a specified date to the bearer. 

Departments of the government borrowed on specified future 
receipts. A lender received a wooden tally notched to indicate 
the sum he had advanced, the tally being split longitudinally, 
one-half being retained and one-half being given to the lender. 
These became charges on the exchequer, by which they were paid, 
and by the end of the seventeenth century such tallies bore inter- 
est and were negotiable. 

If payments were not made when due, the departments issued 
bills or debentures in exchange for them and hence grew the navy 
and the army bills. It is difficult to ascertain exactly the nature 
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of the debentures, but they constituted a floating debt to be 
repaid by the lord commissioners of the treasury. 
Macaulay sketches the conditions when he writes: 


‘‘When the treasury was empty, when the taxes came in 
slowly, and when the pay of the soldiers and sailors was in 
arrears, it had been necessary for the chancellor of the ex- 
chequer to go, hat in hand, up and down Cheapside and 
Cornhill, attended by the lord mayer and by the aldermen, 
and to make up a sum by borrowing a hundred pounds from 
this hozier and two hundred pounds from that ironmonger.”’ 


The development of trade demanded the development of 
facilities for banking, for places of deposit, for borrowing and for 
the convenient transfer of funds and credit from place to place, 
from country to country. 

The Italian merchants, the Lombards, had settled in London 
perhaps at the end of the thirteenth century, certainly in the 
fourteenth, and they had been employed by successive monarchs 
to collect customs, duties and taxes, and in return had made 
many loans to the crown. Their own advanced methods of con- 
ducting business, the increasing need of such services as they 
offered, the expulsion of the Jews in 1290, all contributed to their 
success so that as far back as the fifteenth century payments 
were inade by bills of exchange and payments in coin were the 
exception. 

Later, certainly in Cromwell’s day, these goldsmiths acted as 
money changers, and bought and sold coins—a right formerly 
held by the crown. They received deposits and had justly ac- 
quired a reputation for honesty and safety. It is true that in- 
dividual citizens did deposit their funds for safety with the royal 
mint, but in 1640 King Charles I conceived the idea that his needs 
were greater than those of the depositors and calmly seized the 
entire amount then on deposit and amounting to some million 
dollars (£200,000). Confidence in the crown and the mint 
quite naturally disappeared as quickly as did the deposits, and 
thenceforward the merchants deposited their funds with the 
goldsmiths. 

Apparently the idea of “‘banks” grew slowly, for Macaulay 
tells us that in the reign of William ‘‘old men were still alive who 
could remember the days when there was not a single banking 
house in the city of London” and in 1672 the business of bankers 
making payments for their customers is referred to by a con- 
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temporary writer as something new and strange. As late as 
1680, Sir Dudley North was annoyed at the persistence of gold- 
smiths seeking his business, and to a friend who asked him where 
he kept his cash, he replied ‘‘Where should I keep it but in my 
own house?’’ and Pope’s father kept his money in his own strong 
box years after 1694. 

However, as wealth increased, it was necessary to subdivide 
labors, and in the reign of Charles II a class of agents arose whose 
business it was to keep the cash of commercial houses, and this 
work fell on the goldsmiths who received deposits, discounted 
bills and lent money on security. Also, they looked after estates 
and their notes were circulated as currency—and they must have 
done a large business, for one goldsmith in 1666 had notes in cir- 
culation to the amount of £1,200,000. 

It is a curious fact that, up to 1921, no act had ever said what 
was the meaning of the word ‘‘bank,”’ and there was no decision 
of a court of law on this point. The following definition is the 
result of study by the committee of the London bankers’ clearing 
house in 1915: 

“The expression ‘bank’ means any person who receives 
from the public on current account money which is to be 
repayable on demand by cheque, or who uses the word 


‘bank’ or any derivative of that word as part of the title 
under which they carry on business.”’ 


Often the goldsmiths lent to the king and charged him 8% 
interest, while they allowed only 6% to those depositing with 
them. However, in 1672, King Charles decided to follow his 
father’s example, declined to pay the principal of any sums he had 
borrowed and reduced the rate of interest to 6%, thereby causing 
many bankruptcies which, it is said, affected 10,000 families. 

Quite naturally such a condition resulted in the demand for a 
bank, and for thirty or forty years many plans were discussed. 
The question of a bank became involved with politics and, na- 
turally, London had much to say. Probably it is true that 
London had much to do with the abdication of James II, on account 
of his methods, and its fear of a return to Romanism, just as earlier 
that same London helped to abolish the protectorate of Richard 
Cromwell for fear of the establishment of a military rule, and as 
later it invited William of Orange to become king. 

Despite opposition the business of the goldsmiths grew; banking 
became recognized in London as a separate and important busi- 
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ness, and people began to consider the advisability of establishing 
a public bank, such as the bank of St. George in Genoa, three 
centuries old, or the bank of Amsterdam which was nearly a 
century old. 

The promoter, the politician and the lobbyist were as alive in 
those days as in these, and many a plan was suggested and urged. 
The chief of these was one for the land bank which would under- 
take to give a landowner negotiable credit to the value of his land, 
thereby placing the owner in affluence by doubling his property. 
If a landlord had rent of a thousand pounds a year and pledged 
it to the bank for a hundred years, the bank could instantly issue 
notes for the £100,000. In 1693 such a plan was introduced in 
parliament and referred to a committee which reported favorably 
on it. Luckily its opponents contrived to raise such a storm of 
ridicule that the house was affected and the report lay on the table. 

If an inhabitant of Mars—or any other person who knew noth- 
ing of our world’s affairs—read the accounts of the foundation of 
the Bank of England, he might, without straining the meanings 
of the words used, arrive at the conclusion that it came by hap- 
hazard. Nor would he be so far from the truth—unquestionably 
there was no plan—and no idea—of its becoming the power which 
it now is. 

It may be said that—like the immortal Topsy in this country, 
the British constitution and the London costermonger in England 
—it just ‘“‘growed.”’ Certainly it was never planned, as were the 
federal reserve bank and many others, to proceed on quite definite 
lines and to perform certain definite, specific and special work. 

The principal outstanding facts are that an English king born 
in a foreign country was fighting foreign wars with foreign troops 
whom he couldn’t pay, when a canny Scot suggested that if a 
bank were formed on proper lines and were given certain powers 
it could be arranged to lend English money. 

King William III came to the throne in 1688 and the early years 
of his reign were shadowed by financial difficulties, for the army 
and navy demanded support and money was hard to come by. 

Politicians had imposed all the taxes which imagination could 
suggest and the people would stand. A baby was taxed at birth; 
its body was taxed at death; bachelors were taxed, but many were 
taxed on being married; there were taxes on ships, on liquors and 
on many luxuries, on hackney carriages, sedan chairs—besides 
stamp taxes on documents. 
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During this time William Paterson had been urging his plan 
and induced the earl of Sunderland to favor it. 

Perhaps the most outstanding political event of this period was 
the originating of the form of cabinet government which has ex- 
isted to this day, and which is so well sketched by Green in his 
History of the English People. Up to the end of James the 
Second’s reign no ministry, as we understand it, had ever existed, 
for each minister was appointed by the sovereign and acted inde- 
pendently of other ministers, while the king appointed or dis- 
missed without consultation with any one. 

The earl of Sunderland had been one of the chief advisors of 
James II; he had become a Roman Catholic; he had held office 
only by compliance with his master’s worst tyrannies—and he must 
be held responsibie for them. On the fall of James he retired to 
the continent, but eventually secured pardon from William III 
and returned to England, where the king visited him at his estate 
at Althorp. He was brilliant and charming and advised William 
to form his government of one party and to establish the system 
still prevailing. He was the father of the earl of Sunderland 
who married the duke of Marlborough’s daughter, served under 
Queen Anne, and earned her dislike. She finally dismissed him 
and offered a pension of £3,000 a year, which he declined with the 
memorable saying ‘‘if he could not have the honour of serving 
his country he would not plunder it.” 

It is a curious coincidence that while writing this paper, the 
author read of the sale of the old National Sporting Club in 
Covent Garden, a building formerly occupied by the earl of Orford 
and in which it is said there was held in 1696 the first cabinet 
council ever known in England. 

The opposition of the tories to King William’s wars forced him 
to rely on the whigs who supported those wars; but money was 
difficult to obtain, for, since the closing of the exchequer, public 
confidence in the goldsmiths was shaken and money came in 
small quantities at high costs. 

Among the whig ministers chosen by William was Charles 
Montague, afterwards earl of Halifax, who was one of the most 
acute financiers of his time and who came forward and supported 
William Paterson’s plan for a national bank, such as existed in 
Holland and in Genoa. While he was working in parliament he 
was ably assisted by Michael Godfrey, who influenced ‘the 
city.’’ On the monument to King William III which was erected 


103 








The Journal of Accountancy 











in the hall of the bank, the king is described as ‘founder of the 
bank”’ but, although it was his pressing need which led to the 
granting of the charter, the credit for establishing it must be given 
to William Paterson, Lord Halifax and Michael Godfrey. 

While serving as an ordinary commercial bank, it was in reality 
an instrument to procure loans from the public by the formal 
pledge of the state to repay the money advanced on the demand 
of the lender, for which purpose a loan of £1,200,000 was thrown 
open to public subscription and in ten days was subscribed in 
full. 

The credit of the city of London was at a low ebb and therefore 
a city bank would not have received public confidence. For some 
reasons, not very clear, the idea of a national bank with branches 
in the large centers failed of approval. London had had disas- 
trous experience in lending to the crown, so the new bank was 
founded on security furnished, not by the state, but by the parlia- 
ment, and was based on the yield of particular taxes. 

Apparently all the parties concerned were fearful of the public— 
as much so as nowadays—and thought it unwise to present to 
parliament a bill for this specific purpose. So they tucked it 
away at the end of a ways-and-means act which provided for 
certain tonnage duties; consequently for years after its birth it 
was known as the ‘‘tunnage bank.” 


III—THE EARLY YEARS OF THE BANK 


Finally the act was passed and received the royal assent on 
25th of April, 1694, but the portions we are interested in are found 
in a series of clauses in the ways-and-means bill of 1694,—5, 
William & Mary, Cap. 20—which levied divers customs and ex- 
cises and sought to raise a loan of a million and a half pounds. 
To the subscribers to this loan who provided £1,200,000 the act 
promised a charter and a title, the latter being ‘‘ The governor and 
company of the Bank of England.” 


Events proved that the privileges granted to the bank later in 
1697 were justified on three grounds: 
1. The assistance it might render the government in times of 
pressure. 
2. The assistance it gave to currency and credit. 
3. The effect a well ordered institution would have on foreign 
exchanges. 


104 











The Bank of England 








Fear led to the imposition of several restrictions: the company 
was permitted to deal in bullion and bills, to issue notes and to 
make advances on merchandise, but it might not trade in its own 
securities, and the fear that the whigs would use the money to 
undermine the constitution led to the insertion of a clause in the 
bill which prevented the bank from lending to the government, 
except with the consent of parliament—a rule which protected the 
bank although it was violated by the younger Pitt, and the bank 
suffered one of its greatest risks, in 1797. 

Although the act barely got through in a very thin house with 
only forty-two members present and in the house of lords had a 
majority of only twelve, the public supported it and commission- 
ers were appointed to receive subscriptions. The subscriptions 
commenced to come in on 21st of June and the entire amount was 
subscribed by 2nd of July, a list of the subscribers being still pre- 
served in the archives of the bank. 

On July 10th, Sir John Houblon was elected governor, the first 
twenty-four directors were elected on the 11th and on the 22nd 
of July the charter was sealed by the lord keeper of the great 
seal. Sir John was quite a personage, for, beside being governor 
of the bank, he was lord mayor of London, a lord of the admiralty 
and master of the Grocers’ Company. 

The sittings were held in the Mercers’ chapel until December, 
1694, when they moved to Grocers’ hall, of which a lease for eleven 
years was taken, and the bank remained there for forty years. 

The year 1694 was disastrous in many ways. The harvest in 
England was the worst known for thirty years and, with one ex- 
ception, the worst recorded since Elizabeth’s reign. Rumor was 
rife; the pope was finding money for the exiled king; the French 
were preparing to descend on the English coast; the army was 
necessary but no money was available to pay it; the spring storms 
had been unusually severe and had brought about losses to ship- 
ping amounting to £400,000, a large sum in those times. 

The goldsmiths bitterly opposed the formation of the bank. 
They gave bills on the deposits made with them and those were 
regarded as the equivalent of money so deposited. It was the 
avowed and recognized practice of the goldsmiths to make use of 
so much of their deposits as experience taught them was not neces- 
sary for the current calls made upon them. 

This distinguished them from the continental banks, of which 
there were three great ones, at Venice, Genoa and Amsterdam. 
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The first of these appears to have commenced business in 1161, 
the second in 1407 and the last in 1609. Each had greatly affect- 
ed business and governmental affairs; the bank of Genoa was 
really itself a republic, it founded an empire, as did the East India 
Company; it owned the island of Corsica and was still in good 
repute. However, the bank of Amsterdam was the greatest 
power at the close of the seventeenth century, and even eighty 
years later Adam Smith paid to it more attention than he did to 
the Bank of England. Itis said that it held regularly £36,000,000 
sterling. 

In theory, the notes given by the European and earlier bankers 
were in the nature of dock warrants, or warehouse receipts, for a 
specific number of coins, and entitled the holders to claim, not 
only the amount deposited but the very coins forming those de- 
posits. Herein this practice differed radically from that in 
England, where it was always understood that the bankers used a 
portion of the funds deposited with them and thus entered into 
direct competition with the goldsmiths. 

Notwithstanding passage by the government, notwithstanding 
the support of the public, it was inevitable that in England and 
in the circumstances there should be widespread and bitter oppo- 
sition to the bank: 

1. Naturally the goldsmiths and money-lenders opposed it for 
they feared loss of their profits—a fear which future events proved 
to be well founded. 

2. Equally naturally the tories opposed it, partly for the funda- 
mental reason that it was new, partly because it was supported by 
the whigs, and partly because of the curious feeling that, as the 
great banks of Europe had flourished under the rule of a republic, 
it would fail under a monarchy or, if it succeeded, it might imperil 
that monarchy and lead to a re-establishment of a republic. 

3. The popularity with which the bank met led the supporters 
of rival schemes to urge their plans as we shall soon see. 

“The city’’ was essentially whig and largely non-conformist, 
which led to its being hated and feared by the country squires and 
clergy. 

When thinking of these early days we must keep in mind the 
conditions so briefly sketched in the introduction: political ties 
and religious convictions both affected commerce. The general 
public hardly realized the importance of the changes which had 
been effected. Prior to the revolution the princes had held that 
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the subject must conform to the religion of his rulers; after the 
revolution the people insisted that the ruler must conform to the 
religion of his subjects. This one fact placed William III on the 
throne, it involved England in the wars which were the immediate 
cause of the poverty of the government, which, in turn, led to the 
granting of the bank’s charter; therefore, it might be said that 
religious feeling, namely, the fear of Romanism, was a principal 
factor which led directly to the foundation of the bank. 

It was the infancy of stock-exchange transactions and prices 
fluctuated then even as they do now, and as suddenly. Hudson 
Bay stock fell in two or three years from 250 to 80 and East India 
stock from 146 to 37. Still London was the business and credit 
center and the fact that the Bank of England was managed by 
London merchants gave it a standing from the first. 

The original principles of the Bank of England were unlike 
modern practice, for the governors lent their entire capital to the 
government and their profits consisted of 8% on the loan plus 
£4,000 a year paid to the bank for management. This was the 
first permanent loan to the government, and although the bank 
charter could be revoked in 1706 if the debt were repaid in 1705, 
none ever dreamed of such repayment or the extinguishment of 
so useful an institution. 

It can hardly be said with truth that the English national debt 
originated with the bank, for probably no such debt was con- 
templated. However, it is true that the loan made by the bank 
to the government was never paid back, that the debt increased 
enormously during the eighteenth century and that it still exists. 
The increase in Queen Anne’s reign was so rapid that in 1717 the 
house of commons appointed a committee to consider the best 
method of reducing it. The Bank of England and the South Sea 
Company both made extravagant bids in order to secure the 
prestige of handling the government debt, and the offer of the 
South Sea Company was preferred. This proved to be fortunate 
for the bank as it would have had difficulty in fulfilling the 
terms. 

Even as it was, when the South Sea bubble burst, the bank was 
strained to meet the calls made upon it and, among other devices, 
was forced to the expedient of paying demands for cash in shillings 
and sixpences in order to gain time for its friends to rally to its 
support. This plan was further developed by employing a 
number of agents to present notes and as the first presented were 
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first served, these agents, when paid in sixpences, occupied much 
time and, on receiving their money, went out of the front door 
and immediately brought it in by the back door. 

The first business considered was the method of giving receipts 
to those who desired to deposit with the bank their “‘running 
cash’’—descriptive phrase!—for in those days cheques were un- 
known. And although orders in writing may have been used as 
early as 1698, cheques did not come into general use until a 
century later. Depositors lodging money with the bank received 
receipts known as ‘‘running-cash notes,”’ which circulated from 
hand to hand as money. If the holder of such a note received part 
of the value in cash, the amount so received was endorsed on the 
note which was returned to the customer. 

The bank paid 4% to its depositors and to this some objected, 
as they claimed that the giving of an income to a depositor ‘‘ was 
hindrance to energy and enterprise.” It had power to lend on 
pledges but apparently never developed this branch of business; it 
was never a pawn-broker, but it did require collateral security in 
certain cases, for we are told by Michael Godfrey, writing in 
1695, that 


‘“‘they lend money on mortgages and real securities at five 
per cent. per annum. If the letters of land were made more 
secure, money would be lent at four per cent. per annum, 
and in times of peace at three per cent. Foreign bills of ex- 
change are discounted at four and a half per cent.; inland bills 
and notes for debts at six per cent. They who keep their 
cash in the bank have the first of these discounted at three 
per cent. and the other at four and a half.” 


The bank allowed ‘‘two pence a day”’ interest on bank bills 
which cost it £36,000 a year, and so drew money out of the gold- 
smiths’ hands, which naturally made them its enemies, as they 
allowed no interest on deposits. But the bank never claimed to 
supersede the goldsmiths, and it bought not one inch of land 
until it bought the house of the governor, Sir John Houblon, in 
1724. 

Premiums were not unknown. The bank offered £2-10—0 
per cent. rebate on all subscriptions made on the first three days. 
£2-0—0 for those made on the Monday, June 25th, after which 
the advantage was reduced five shillings per cent. each day, and 
the loan to the government of £1,200,000 appears to have been 
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paid £720,000 in cash and £480,000 in bills, as £720,000 was all 
the capital called up. 

In July, 1694, the stock was quoted at 102, and on October 25, 
1694, at 105, but on November 2nd, it dropped to 57, probably 
because the public learned that only 60% of the capital was paid 
in and that £480,000 of liabilities had been created. 

However, it quickly recovered and on November 30th it stood 
at 70, and, notwithstanding a shock caused by the queen’s death 
on December 27th, it stood at 99 on the 22nd of March, 1695; on 
the 3ist of January, 1696, the stock was quoted at 107 and on the 
14th of February, 1696, it had fallen to 83. 

At the beginning of 1696 the bank had to face two great diffi- 
culties: first, the terrible condition of the currency and, second, 
the opposing scheme of the land bank. 

The bank had undertaken to receive the old clipped coins and to 
issue new coins therefor, but this brought such heavy losses that 
the bank was endangered. It is difficult to realize the state of the 
currency or, rather, the condition of the coins passing current. 
Coins of the Plantagenet days and some of the base money of 
Henry VIII and Edward VI were still circulating. In some cases 
a half or even two-thirds of the alloy in coins was base. Innumer- 
able foreign coins also were circulating in England—pistoles, 
doubloons, dollars, florins, pieces of eight, moidores, ducats—all 
the coins we read about in Elizabethan tales of adventure and 
many another whose very name is forgotten. 

To all this must be added the fact that coins were clipped to 
such an extent that in extreme cases they were only a third of their 
proper weight. It is difficult to find an explanation for this as 
coin clipping was a capital felony and ‘‘clippers’’ were sentenced 
and put to death by the dozen, with all the formalities of the old 
treason laws. Just as there are epidemics of diseases, so certain 
crimes spring into frequent practice—one had almost said popu- 
larity—and coin clipping had become the vogue. Finally bullion 
brought so much more than light coin that clipping offered a still 
stronger temptation. 

Parliament placed on the handling of bullion restrictions almost 
as severe as those provided on paper today against alcohol. 
There was a penalty of £500 on any one casting ingots of gold or 
silver; any one having in his possession or dealing in clippings was 
to be fined £500 and branded with an ‘‘R” on the right cheek. 
No one could transport bullion unless it bore the stamp of the 
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Goldsmiths’ Company and all unstamped bullion could be seized 
by the custom house as is whiskey today, although the gold was 
not poured down a sewer. 

Added to all this, the warden of the Goldsmiths’ Company and 
his assistants could break into and search a house for bullion. 
Rewards were offered to informants. If a convicted clipper could 
get two others convicted by his testimony he was pardoned; and 
an apprentice successfully informing against his master was im- 
mediately made a freeman of the city—no small honor. 

This condition of the currency affected foreign exchanges ter- 
ribly and the discount on an English bill drawn on Amsterdam 
rose to 36.9%—that is to say, if the bank drew on the bank of 
Amsterdam and placed £100 to the king’s credit it would take 
£136-18-0 sterling to meet the bill at maturity. This led to the 
re-coinage act in 1696 and, although it required some three years 
to finish the work, exchanges improved rapidly and by No- 
vember, 1696, English bills were at par or a premium—but it cost 
£2,703,164 5s. 10%d. which was provided by the house-and- 
window tax. 

During 1696 the new coinage was being turned out at the rate of 
£80,000 a week, under Sir Isaac Newton, and the proposed land 
bank and the treasury continued negotiations. The clipped 
money ceased to be current May 1, 1696, when only £400,000 of 
the new coin had been issued, but there was not then sufficient 
new money to replace it and a run on the bank occurred. Bank 
stock had fallen from 107 to 83, partly because the formation of 
the land bank had weakened confidence in the Bank of England 
and the situation was critical, but the governor, Sir John Houblon, 
pacified claimants by offering them part in coin and pledged the 
bank to supply the rest as soon as, and as fast as, the mint could 
supply it. Macaulaystates that the goldsmiths organized, or aided, 
the run on account of their enmity to the bank, by collecting as 
much paper as possible and demanding immediate payment in cash. 

The second difficulty was the attempt to found the land bank 
which was to furnish loans to the land-owners. 

The idea was launched by a Doctor Chamberlain who had been 
an accoucheur, but who failed to deliver this child alive. He 
secured the support of Lord Harley and Lord Foley and an act 
was passed in April, 1696; but the public was not responsive and 
so few subscriptions were received that the idea died immediately. 
The proposed plan was grotesque and was based on some remark- 
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able theories, one being to the effect that a lease for 100 years was 
worth four times as much as the fee simple, but the story is too 
long to give now. 

One result was that the Bank of England was forced to advance 
the rate of interest from two pence a day to three pence a day. 
It made no fresh call on its shareholders, but borrowed of them 
20% of the capital for six months, which was lent to the govern- 
ment and later repaid to the shareholders. 

The bank was forced for a time to pay its notes in instalments, 
but the treasury finally came to the rescue and ordered, under a 
resolution of the house of commons, that no notary public should 
enter a protest on any bill of the Bank of England for fourteen 
days, which constituted a moritorium, as in those days a commer- 
cial bill was effective only when drawn up by a notary, and further 
ordained that no other bank should be established by act of 
parliament. 

The demands of the government added greatly to the difficul- 
ties of the directors, for the assurances of those supporting the 
land bank had led it to expect a loan of at least £800,000, and on 
the failure of the land bank, the government was in despair. At 
length the governors of the bank called a special court of the pro- 
prietors and on 15th of August, 1697, they voted approval of a 
further loan to the government of £200,000 raised by a call of 
20% on the proprietors. A vivid account of this matter is given 
by Macaulay. 

Finally it was agreed that the government would support the 
bank, and a new act was passed in 1697, and the capital stock 
was ‘‘engrafted on’”’ to raise it from the original £1,200,000 to 
£2,201,171-10—0 and, apparently, an audit was directed to ascer- 
tain the value of the bank’s assets. The legal duration of the bank 
was extended to 1710 and the establishment of other banks by 
act of parliament was forbidden. The Bank of England could 
borrow in excess of the £1,200,000, but such loans must be ear- 
marked in some way. The old exchequer bills were to bear 
interest at 5 pence a day. 

Forgery of Bank-of-England notes was punishable by death, 
but it was practically impossible to secure conviction for embez- 
zlement or for forgery of any papers, except certain documents 
specified by law. 

At the end of 1700 Isaac Newton was raised from the post of 
warden of the mint to that of master. 
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Government finances were still weak and no remedy appeared 
but the income tax of 1700—which imposed 20% on all sources of 
revenue, the capital of chartered companies being exempt. At 
first it was an ad-valorem tax on moneys, on the laborer’s wage 
and the landlord’s rent. However, the officers who collected it 
levied such high fees (tolls) that it was said that the tax enriched 
only the officers. This system of tolls was general and, in addi- 
tion to the percentages allowed, officers could speculate with 
funds in their hands up to the time when an audit was due. Up 
to 1857 the compensation of the vice-chancellor of Oxford uni- 
versity was derived from the profit he could make by dealing with 
the university balances during his term of office. 

Even as todav. in those times there were arguments regarding 
the army and navy and, while the southern counties lived in fear 
of French invasion, the rest of England insisted that it was far 
easier to collect an army than to disband one. Mr. Pepys tells 
us of some of the troubles connected with the navy. However, 
in the end, all conspiracies failed—and resulted in strengthening 
the management. The directors wished to make money, as was 
natural. That they made it is notorious; that they incurred 
envy of rivals is certain, but they never forfeited their good repu- 
tation and the bank was firmly established when Anne ascended 
the throne. Its stock was quoted at 125% on September 11, 
1702, and on 17th of September, 1703, was 13834. By 1703 it 
had become the financial agent of the British government. 

The relations between the bank and the government became 
more and more intimate. In 1706 the bank became the direct 
agent of the government in undertaking the circulation of ex- 
chequer bills, and in 1708 parliament passed an act which prohib- 
ited corporations of more than six persons from issuing notes, thus 
giving the bank a monopoly of what was the most lucrative part 
of its business. In 1717 the government transferred from the 
exchequer to the bank the management of various government 
securities. 

It was imperiled by panic in 1708, 1711, 1714, 1715 and in 
1745, when the invasion of England by the young pretender led 
many to rush to the bank to withdraw their deposits. At the 
close of the century Pitt turned it from what it originally was—a 
bank of issue, the amount of whose notes was left to the sagacity 
and experience of the directors—into a bank of deposit whose 
issues were to be regulated automatically—although no legisla- 
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tion imposing a limit on the bank-note issue was passed until 
1844. 

A Yorkshire friend tells me the following incident which, al- 
though it occurred somewhat later, illustrates the methods of 
bankers and their customers: 

Over a century ago some dispute arose between the earl of 
Darlington (who became duke of Cleveland) and the Quaker 
banker, Jonathan Backhouse. The earl gave notice to his tenants 
that they were to pay their rents in Backhouse notes, intending to 
allow them to accumulate till he had collected a greater number 
than the banker could pay in gold on a sudden demand. This 
project became known to Jonathan Backhouse, who immediately 
posted to London and obtained a large supply of bullion with 
which he hastened back to Darlington. When passing through 
Croft (three or four miles short of his destination) it is reported 
that one of the front wheels came off the chaise and sooner than 
wait to have the wheel repaired the banker piled the gold at the 
back part of the chaise, so “balancing the cash’’ and drove into 
Darlington on three wheels. By this sudden coup, when Lord 
Darlington’s agent presented a very large parcel of notes they 
were all promptly cashed, the Quaker quietly remarking, ‘‘ Now 
tell thy master that if he will sell Raby castle I will pay for it with 
the same metal.” 

In the bank’s books the following entries appear: 


“6 month 25th To bank and cash to London £32,000/—/— 
7 month 31 Wheel demolished 2/3/0” 


No outstanding event, no remarkable change in policy occurred 
until the closing decade of the eighteenth century and the gover- 
nors met successfully the minor crises, which were brought about 
chiefly by speculation. 

In January, 1793, Louis XVI of France was sent to the guillo- 
tine. The French ambassador was ordered by Pitt to leave 
England. In February the French convention declared war 
against England and there commenced that series of wars which 
we associate with the names of Napoleon Bonaparte, Nelson and 
Wellington. 

The establishment of the French revolution, the failure of 
many English banks, principally due to the excessive issue of 
notes, had strained the bank until its cash reserve was exhausted. 
Confidence was only partly restored when the government agreed 
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to advance merchants five million pounds on the security of com- 
modities, but the people continued to hoard gold while the 
government increased its demands on the bank for money to pay 
naval expenses and foreign subsidies. The directors repeatedly 
opposed these demands, but Pitt was insistent until 1797, when 
conditions became so acute that the bank was saved from suspen- 
sion only by a hasty action of the prime minister, who ran a bill 
through the house of commons in one day, which prohibited the 
bank from paying in gold and authorized it to tender its own 
notes as a legal substitute—a perilous procedure which saved the 
day, although it proved impossible to resume cash payments for 
more than twenty years. The embargo was raised in May, 1823, 
although the directors on several occasions expressed their willing- 
ness to resume payments in cash, and did anticipate the date so 
that cash payments were resumed in May, 1821, after which no 
more £2 and £1 notes were issued, except during the crisis of 1825. 

Of course, Pitt’s opponents insisted that this action was in- 
spired by his desire that the government should obtain possession 
of the bank’s gold, and then published James Gillray’s famous 
cartoon in which the bank was, for the first time, referred to as 
“The Old Lady of Threadneedle Street.’”” That name may have 
been suggested by the speech in which Richard Brinsley Sheridan 
on the 24th of March, 1797, referred to the bank as “‘an elderly 
lady in the city of great credit and long standing’’ who had 
“‘unfortunately fallen into bad company.” 

By the way, there is some doubt as to the origin of the name 
““Threadneedle’’: perhaps the most plausible suggestion is that 
of Stow who in his Survey of London, published in 1598, spells it 
“Three Needle Street’’ which suggests that it was named in 
honor of the Needlemakers’ Company, the arms of which were 
three needles. 

In 1793 the bank began to issue £5 notes, but the demand for 
a smaller currency after the restriction of cash payments in 1797 
led to its obtaining permission from the government to issue notes 
for £2 and for £1. To meet the immediate needs of the public 
the bank put into circulation many Spanish dollars owned by 
the government. These dollars had been taken from captured 
vessels. Before issuing them, each coin was stamped at the mint 
with a small impression of the head of George III imposed on the 
neck of the Spanish king, which led some irreverent but witty 
person to compose the couplet 
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‘The bank, to make the Spanish dollars pass, 
Stamped the head of a fool on the neck of an ass.”’ 

The matter of the currency was referred in 1810 to a bullion 
committee of which Sir Robert Peel became chairman, and, after 
a long and careful study, he secured in 1819 the passage of the 
cash-payments act, the first of the great banking acts associated 
with his name. 

Culminating in 1824-1825 there had been wild speculation 
which appears to have equalled even the recent trading on Wall 
street. Two centuries ago it took the direction of investing in 
mines of all kinds in all parts of the world. The less a place was 
known, the higher went the premium. Unusual names became 
common, e.g., Tlalpuxahua, and in one month some stocks 
varied from £10 to £155 or more a share, and fears of an over- 
production of gold were not unknown. In one year 532 new 
companies capitalized at £441,649,000 were formed. 

At this time any country bank could issue notes without limit, 
the only penalty being that, if the bank could not pay them 
when they were presented, bankruptcy resulted. Sixty-five 
banks failed in six weeks. From all parts of England came de- 
mands upon the Bank of England for gold, until on the 17th of 
December, 1825, the bank had in its cellars only £1,027,000. At 
this time some one made to the directors a ‘“‘casual observation”’ 
that there was in the house a box of £1 notes left over from the old 
issues which had stopped in 1821, and the government allowed 
these small notes to be used temporarily. Inasmuch as the 
public actually needed small currency, rather than gold, this 
supply again saved the day. For example, it is said that the 
Messrs. Gurney merely placed a thick pile of these notes on their 
counter and ‘‘they worked wonders.”’ 

The nouveau riche was as well known two centuries ago as he— 
or she—is now, for his kind abounded after the South Sea bubble 
and the Mississippi scheme. Washington Irving repeats the 
story of a much-be-diamonded lady in a coach who was described 
by her footman as ‘‘a lady who has recently tumbled from a 
garret into this carriage.’’ While a suddenly enriched footman 
who had bought a magnificent carriage, when he went for his first 
drive in it, instead of getting in at the door, mounted, through 
habitude, to his accustomed place behind. 

In 1826 an act was passed permitting the establishment of joint- 
stock banks at any place not within sixty-five miles of London, 
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and the Bank of England was authorized to open branches. 
When the bank’s charter was renewed in 1833 the prohibition as 
to other banks opening within the sixty-five mile radius was 
omitted, but such banks were not permitted to issue notes and the 
Bank-of-England notes were made legal tender, except at the 
bank itself. 

In 1844 Peel secured the passage of his second important 
banking law, ‘“‘the bank charter act,’’ concerning which there 
have been discussions without end and volumes without number. 

Under this act the bank was divided into two departments: (1) 
the issue department for the management of the note issue 
under government regulations and (2) the banking department 
carried on without government interference for the benefit of the 
stocxholders. 

The banking department turned over to the issue department 
securities to the amount of £14,000,000 (of which the government 
debt formed a part, although it was a book entry only) together 
with all the coin and bullion not needed. 

In exchange, the issue department handed over to the banking 
department notes which together with the notes in circulation 
equalled the amount of securities, bullion and coin in the issue 
department. 

The act stipulated that gold must be held against all notes 
issued in excess of £14,000,000 (the amount of silver not to ex- 
ceed one fourth of the gold coin and bullion held at the time) 
and, while existing banks were allowed to continue the issue of 
notes, no banks established subsequently were to have the right 
to issue notes. This gave the Bank of England a virtual monop- 
oly, for many country banks surrendered to the bank their right 
of issue against annual payments and, as years passed, most of 
the smaller banks were absorbed by larger concerns and forfeited 
their rights to issue notes. 

The act of 1844 was partly repealed by the currency-and-bank- 
notes act of 1928, although during the war regulations were sus- 
pended and the currency became a paper one with an undefined 
backing of bullion. The act facilitating the return to a gold 
standard was passed in 1925. 

The experience of these years has proved the stability of the 
bank and has justified the conclusion that the act should be 
maintained. In 1919 the Cunliffe committee recommended 
‘that matters be left entirely as at present.” 
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IV—THE BANK ITSELF 


It was natural that the bank should spend its early years in the 
halls of two of the livery companies, for as we have seen, the bank 
was essentially a London concern and London itself was ruled by 
the livery companies or guilds, as it had been for centuries and 
as it still is. Even today the lord mayor, the sheriffs and some 
other of the officers of the city of London are elected only by 
freemen of the city and each freeman must belong to one of the 
guilds. 

Each guild had certain rights connected with the trade it 
represented, the most enviable of these, at the present day, being, 
perhaps, that of the vintners who have the tasting of all wine. 
As early as the fourteenth century certain companies were charged 
with encroaching on the fields of other craftsmen and it was or- 
dained that each must select and abide by its own “ mistery,” 
that is, its own ‘‘mestier,’’ or in modern French its “‘ métier,’’ or 
occupation or business. 

The fact that the plays were given by these “people of myste- 
ries’’ or guilds led to the name ‘‘mystery play,’’ the name being 
derived from the métier and not because such plays were con- 
nected with any hidden or secret rite. 

There are still seventy-six of these guilds in existence and of 
them the mercers take precedence of all, while the grocers are 
second in rank. The mercers’ is the oldest and richest of all the 
guilds and dates from the twelfth century or earlier. It was origi- 
nally composed of the ‘‘silkmen and throwsteres’’ and is closely 
associated with the name of Dick Whittington. 

The grocers’ guild was formed by the union of the ‘‘ pepperers”’ 
and “‘spicers’’ in 1345 and had the right to inspect or “garble”’ 
all spices and other “‘subtil wares.” 

The governor and directors were elected on July 11, 1694, and 
after the charter was granted the bank opened for business on 
July 27, 1694, in the Mercers’ ‘‘chapel’’ in Cheapside which had 
been rebuilt after almost complete destruction in the great fire. 
This chapel still remains tucked away on the north side of 
Cheapside between Ironmonger lane and Old Jewry and is the only 
chapel remaining to any of the old London guilds. Probably the 
business was conducted, not in the chapel itself, but in the adjoin- 
ing ambulatory, which appears to have formed the nave of a much 
older church, or in the hall of the company. 
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The old church was built in 1190 and was dedicated to the 
memory of Thomas a Becket, who was born on the spot, and in it 
are the relics of Sir Richard Whittington of Bow-bells fame. 

The original staff consisted of nineteen persons in all—a secre- 
tary, three cashiers, three accountants, ten tellers and two door- 
keepers. A teller received £50 a year and the salaries of the 
higher officers varied from £80 to £200. All attended from 8 
A. M. to 5 P. M. except the tellers who were required to attend at 
7A.M. Noregular vacations were allowed, but saints’ days and 
public holidays did much to compensate for this. Of course 
lodgings were cheap and obtainable within easy walking distance 
of the bank. 

The bank remained in the Mercers’ hall only until the end of 
December, 1724, when it moved to more convenient quarters in 
Grocers’ hall in the Poultry, and here it must have been that 
Addison saw the directors, secretaries and clerks working as 
he describes them on the 3rd of March, 1711, in The Spectator 
No. 3. 

The lease of Grocers’ hall ran until 1733, but the directors, 
having an eye to the future and finding the business of the bank 
constantly growing, bought in 1724 the house of the first governor, 
Sir John Houblon, which was on Threadneedle street. The gov- 
ernors did not expect, or wish, to build immediately and negotia- 
tions were opened with the Grocers’ Company for an extension 
of the lease of its hall. However, these failed for a very human 
reason. 

In the seventeenth century, the merchant, the professional man 
and the tradesman usually lived over his warehouse, office or shop 
—this being the origin of the practice still prevailing in many 
country banks in England where the manager lives over the 
counting house. 

In the case of the Bank of England, several of its employees 
lived in the hall, as did the clerk of the Grocers’ Company; in fact, 
the lease provided that this latter gentleman should reside within 
the gates and have free access to his house. Apparently he was 
of a convivial disposition and complained bitterly of the fact that 
the bank interfered with his pleasure by having the gates locked 
at ten o'clock at night, which frequently subjected him to the 
‘“‘precarious and mercenary humour”’ of the gate porter. The 
clerk asked for a latch key—or what may have corresponded to it 
—but the directors of the Old Lady of Threadneedle Street de- 
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clined his request—as have so many ladies, before and since—and 
as the Grocers’ Company upheld the demand of its clerk, negotia- 
tions ceased in 1730. 

The directors appointed a committee to ‘‘receive proposals 
from artificers’’—a far more dignified course than to ask for bids 
—and finally the design of George Sampson was approved and the 
estimate of Thos. Dunn & Company was accepted. The founda- 
tion of the new building was laid by the governor, Sir Edward 
Bellamy, on the 3rd of August, 1732, and then commenced the build- 
ing which formed the nucleus of the bank as we know it today. 

The building faced on Threadneedle street with an entrance 
gateway of stone, with rooms above, while a large banking hall 
replaced the mansion house, behind which were other buildings 
surrounding a courtyard with an approach by a passage from 
Bartholomew lane on the east. The bank moved into the new 
building on 5th June, 1734. 

No addition to the buildings was made until 1744 or 1750 when 
the bank erected buildings in Nag’s Head court, Bartholomew 
lane, on land at first leased from St. Bartholomew’s hospital and 
subsequently purchased in 1760, as the European wars had led to 
an increase in the national debt which, in turn, added greatly to 
the work of the bank. 

In 1760 the directors petitioned parliament for power to acquire 
the property in the angle of Bartholomew lane and Threadneedle 
street—the southeast corner of the present site. The present 
triangular space in front of the Royal Exchange was occupied by 
buildings, and the bank sought and obtained authority to buy the 
piece opposite its main entrance for the purpose of opening a street 
from Threadneedle street to Cornhill. In 1764 the act was passed 
and Robert Taylor, an eminent architect of the time, was en- 
trusted with the building of additional offices on the site east of the 
bank and also with the erection of houses on both sides of the new 
street known as Bank street. The chief result was the rotunda 
and four vaulted halls, built between 1765 and 1770. 

The rotunda was from the first used as a market for dealing in 
stocks, and this continued until 1838. The four halls served as 
offices for the transfer of stocks. 

Tranquillity prevailed until June, 1780, when certain of the 
Protestants under Lord George Gordon indulged in rioting as a 
protest against the Catholic emancipation act. Boswell gives 
us Doctor Johnson’s ‘‘concise, lively and just account’”’ of the 
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riots, and says that after numerous houses and chapels had been 
destroyed on Tuesday, 6th of June, on the 7th the mob broke 
open the Fleet, King’s bench, Warehouse and Clerkenwell 
prisons. According to Dr. Johnson, the magistrates and the 
public were too cowardly to act and King George III himself 
ordered out the necessary troops. 

The mob attacked the bank and made two desperate attempts 
to sack it on the 7th of June, but was beaten off by soldiers who 
were stationed in the bank and in the adjoining property and 
killed several of the attackers. According to Dr. Johnson the 
safety of the bank was due solely to the king’s action—which 
may be regarded as some compensation for acts of his predecessors 
who had themselves looted the public funds. 

Across the way from the new bank were the lord mayor’s stocks, 
and this caused the parish in which the bank stood to be known 
as St. Christopher-le-stocks. After the Gordon riots it was 
thought that there was danger to be feared by the bank from the 
proximity of the church, so parliament was petitioned for the 
right to buy the church, and an act was passed in 1781. Ap- 
parently the bank bought the church, churchyard and entire 
parish, lock, stock and barrel. 

The church was removed, some of the monuments and paintings 
being placed in the church of St. Margaret, Lothbury, where they 
still are. In the bank war memorial the figure of St. Christopher 
and child appears, perhaps as a reminder of the old connection. 

Additional offices were built, but a part of the churchyard 
was laid out as a garden, although no more interments were made, 
except in 1798 when the relatives of a bank clerk named William 
Jenkins were allowed to bury his body there because they feared 
that, as Jenkins was six feet, seven and one-half inches high, his 
body would be stolen by body-snatchers. 

The architect, Sir Robert Taylor, died in 1788 and was suc- 
ceeded by Sir John Soane, who held office for forty-five years and 
under whom nearly all the old building, as we knowit, was designed. 

Security required that the buildings should be lighted solely 
from interior courts and, therefore, the external walls are window- 
less, but they are relieved by blank windows and Corinthian 
columns. There are only four entrances, one on each side of 
the building, each guarded and each allowing a glimpse only of 
the interior, perhaps of a garden, perhaps of distant doors— 
which is typically English. 
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Under powers granted to it by an act passed in 1793, the bank 
acquired all the remaining property contained in the site as it 
is today. The old Princes’ street ended opposite St. Margaret’s 
church, but the bank was allowed to move it westward to its 
present position and to include within the bank walls the space so 
gained. Asa result of Soane’s work, there remained little of his 
predecessor's buildings except Sampson’s hall and Taylor’s court- 
room. Practically no changes in the building were made for nearly 
a century and when the new additions were commenced in 1924 
the buildings were substantially as Sir John Soane left them. 

In 1838 the Royal Exchange was destroyed by fire and the 
corporation of the city decided to acquire the land in front of 
the exchange, which now forms the open triangle between Thread- 
needle street and Cornhill. This led to the destruction of the 
buildings thereon, to the disappearance of Bank street and, as 
the present Mansion house had been built by 1753, this central 
point of the city began to assume the appearance we all know. 

In 1840 the bank carried out a long contemplated plan of 
widening Bartholomew lane, which necessitated the removal of 
a second church known as St. Bartholomew Exchange, some 
of the plate being transferred to St. Margaret’s, Lothbury, and 
some fittings to St. Gile’s, Cripplegate. 

Ever since the Gordon riots, with rare exceptions, a military 
guard has been furnished each night, the government insisting 
upon the necessity of this, although the city corporation objected, 
as it considered the guard to be an interference with its control 
of the city, and many of the citizens complained of the arrogant 
bearing of the soldiers who marched two abreast through the 
narrow streets and jostled any person who got in their way. 

Probably in the early days the roof of the building was pa- 
trolled by sentries, but this has not been done within living 
memory. However, a guard is still maintained and is supplied 
by different regiments in turn. It consists of thirty men, with 
a sergeant and an officer, usually a lieutenant. It goes on duty 
at 6 P. M. and the bank pays the men a shilling each for refresh- 
ments and provides them with breakfast before they leave in the 
morning, while the officer is provided with a dinner to which he 
may invite a guest. 

In my boyhood it was generally believed that the bank main- 
tained an arsenal, left over from the Gordon riots, but if it were 
so, the arms have now been removed. 
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From time to time there have been rumors of attempts to force 
an entry into the bank, and it has been reported that a house in 
Lothbury was rented and used for the purpose of running a 
tunnel under the street into the bank. These reports are prob- 
ably all apocryphal, but there may be some truth in a story that 
a man found his way through the sewers into the gold vaults of 
the bank, although the bank records are silent on the subject. 

The formation of a library and luncheon room for the clerks 
necessitated many minor alterations in the nineteenth century, 
but the main features of Soane’s building were preserved until 
after the world war. The additional services required of the bank 
had led to a trebling of the staff and additional premises were 
rented in various parts of the city. Re-building was decided on 
and work was commenced in 1924. A portion of the addition is 
now in use, but it will be several years before the lofty central 
block is completed within the familiar and unchanged lower outer 
walls and before all the business of the bank can be transacted in 
Threadneedle street. 

V—PERSONNEL 

One cannot omit some mention of William Paterson, yet it is 
difficult to say much, for his biography has never been written 
and comparatively few facts about him are known. 

He was born at Traillflatt, in the county of Dumfries’, Scotland, 
in 1658 and died, probably somewhere in London, on the 22nd 
of January, 1719. Fear of religious persecution drove him from 
Scotland and he travelled through England with a peddler’s 
pack on his back. 

He proceeded to America, although that country does not 
claim to be the mother of the bank; he lived for some time in the 
Bahama islands and, probably while there, prepared his plan for 
colonizing the isthmus of Darien—but that is another story. 
Little is known of his activities there, but, manifestly, it was im- 
possible for a man of his abilities and energy to be idle, so some 
accounts state that he was a predicant, or preacher, while others 
insist that he was a buccaneer. Unquestionably he was well 
qualified to serve in either capacity—and we must, I fear, leave it 
at that and let each one choose for the Scot the calling he may pre- 
fer. My friend, the receiver general of the Bahama islands, tells 
me that such information as is available indicates that Paterson, 
while in Nassau, was a merchant and made a good deal of money. 
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He returned to Europe, visited Hamburg, Amsterdam and 
Berlin, seeking in vain for support for his scheme, and finally 
settled in London, engaged in trade and ‘“‘rapidly amassed a 
considerable fortune.’’ In 1690 he formed the Hampstead Water 
Company and in 1694 the Bank of England. Later he went to 
Darien, and watched his dream fade before he returned home an 
invalid. He recovered his health and continued to devise scheme 
after scheme, each fully worked out to small details. He worked 
hard for the union of England and Scotland and for the develop- 
ment of trade, and finally parliament allowed him a claim of 
£18,241 which he eventually collected. 

It is interesting to note that in 1671 there was born another 
Scot, John Law, himself the son of a goldsmith and banker, a 
voluminous writer on finance, who undertook to help the king of 
France who was in even worse plight than the king of England. 
Law attempted to take advantage of the feeling which the fail- 
ure of the Darien scheme aroused against Paterson to establish 
another bank, but the canniness of the Scot merchants led them 
to decline his offer. He wandered about England and finally 
under Louis XV established a firm in Paris, which developed into 
the royal bank, the Mississippi scheme and utter failure. He 
preached that money was the cause, and not the result, of wealth, 
and that multiplication of money meant multiplication of wealth. 

In 1695 the bank lost the services of two of its founder-directors, 
for Paterson resigned, owing to a disagreement with other 
directors, and Godfrey, who had been elected deputy-governor, 
was killed by a cannon ball in the trenches before Namur, where 
he had gone to confer with King William as to the best means of 
prompt and speedy remittance of money from England to the 
army. They were conversing on the ‘front line’’—where com- 
manding generals stationed themselves in those days—as Mr. 
Godfrey was curious to see real war. Shot was falling about them 
and the king rebuked his visitor for needlessly risking his life 
when, in the midst of a sentence a cannon ball laid Godfrey dead 
at the king’s feet. 

As has been said, the original staff of the bank consisted of 
nineteen persons, and when the great war broke out in 1914 the 
staff numbered less than one thousand, but the additional work 
of the next four years more than trebled the size of the staff. 

In the last decade of the eighteenth century, the directors gave 
a good deal of attention to the welfare and discipline of the staff 
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and re-adjusted salaries. However, it was not until 1845 that a 
regular system of leave was instituted. An age limit for retire- 
ment was not fixed until 1870, when a pension system was intro- 
duced. Up to that time it was quite common for men of seventy 
and eighty years of age to be found in active service. 

The governors have always avoided, rather than sought, any- 
thing in the nature of publicity, and little is known of them. 
In the early days many of them were aldermen of the city and 
several of them became lord mayor. At no time have they been 
trained bankers. I am told on the best authority that even the 
bank has little information regarding past governors. As a 
rule they have been wealthy merchants engaged in their own 
business and acting as do the directors of other corporations. 

The present governor is the Rt. Hon. Montagu Collett Nor- 
man, P.C., D.S.O. Of the other directors the name of Sir Josiah 
Stamp, G.B.E., is probably the best known to American 
accountants. 

Of a few of the twenty-six members, the official list contains 
no information, but from the particulars given it appears that 
the ages of twenty of them run from forty-six to seventy-eight 
and average 56.4 years. Nineteen of them were educated at the 
universities or the great public schools of England. 


VI—IN CONCLUSION 


No reader can realize as keenly as does the author the paucity 
of this sketch. None can be more conscious of the impossibility 
of trying to compress into one essay anything approaching a full 
picture of a wonderful institution. It seems as if, from first to 
last, one has heard a voice over one’s shoulder: ‘‘Oh, leave that 
out”’ or ‘“‘Condense that’”’; and, as a result, the omissions appear to 
be far more numerous than the inclusions. The omissions are 
over, the condensation is as complete as seems possible, although 
one would like to have said something of the influence, something 
of the methods, something of those weekly statements telling the 
world how the bank stands. One would have liked to dwell on the 
method of reckoning interest ‘‘twopence aday,” that is on £100, 
or about 3% per annum; on the “running cash’’ which is so 
appealing to us and which describes so accurately the habit of cash 
in all times. Even the very statement itself is not a ‘‘ balance- 
sheet”’ or a ‘‘statement of affairs’’ but a ‘‘bank return” in which 
there still appears the item of ‘‘rest’’ meaning, in the language of 
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today, reserve and profit and loss, which together must never be 
less than £3,000,000; any surplus above that amount being 
available for dividends on the “ proprietors’ capital,’”’ which stands 
at £1,455,300 ever since 1833 and sells for nearly three times its 
par value. 

Surely all those speaking the English language must feel pride 
in an institution which has lived for so long, which has never failed 
in its obligations, which has never been charged with any impro- 
priety, which has exerted an influence so powerful and so wide- 
spread. Perhaps in those readers who are Londoners the feelings 
are sufficiently strong to lead them to agree with Dr. Johnson’s 
dictum, ‘“‘ No, Sir, when a man is tired of London, he is tired of life, 
for there is in London all that life can afford.’”’ Are they to be 
severely blamed if, when they compare some of the methods fol- 
lowed anywhere else, they whisper just to themselves: ‘‘ Ah, well, 
they do things pretty well yet in old London town’”’? 


Note.—The author gladly acknowledges his indebtedness to 
W. Marston Acres, Esq., of the Bank of England staff, for many 
interesting facts which he has furnished, and for permission to 
quote from a lecture delivered by him. 

Should any reader desire to follow the subject further, the 
following list may be of service. 


History of the Bank of England from 1694 to 1844, by John 
Francis. The American edition was published in 1862 and is 
out of print, but is to be found in some public libraries. It is 
full of interesting incidents quaintly described. 

The First Nine Years of the Bank of England, by Thorold Rogers, 
published by Macmillan & Company in 1887. 

History of the Bank of England, by Eugen von Philippovich, a 
classic published by the National Monetary Commission 
in 1911, described as senate document 591, of the 61st con- 
gress, 2nd session. 

A History of the Bank of England, by A. André Ades, English 
translation 1906. 

Threadneedle Street, by A. S. Cobb, 1891. 

Chronicles of the Bank of England, by B. B. Turner, 1897. 

The Bank of England Restriction, by Henry Adams, published 
in ‘‘ Historical Essays’’ by Chas. Scribner’s Sons in 1891. 

Social Life in the Reign of Queen Anne, by John Ashton, pub- 
lished by Chas. Scribner’s Sons in 1925. 
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Lombard Street, by Walter Bagehot, published by John Murray 
—fourteenth edition 1927. 

Macaulay’s History is invaluable for its descriptions of the 
times, of the persons involved and of their actions. 

Green’s History of the English People is also useful, and the 
Encyclopedia Britannica has many articles bearing on the 
subject. 

The author has also found assistance in John Drinkwater’s 
Oliver Cromwell, Muirhead’s London, Bell’s Unknown London, 
the Diaries of Evelyn and Pepys. The Spectator and The 
Tatler and Creaser’s “The Bank of England and Its In- 
fluence,’ published in The Accountant dated May 31, 1894, 
and, above all, ‘‘The Bank of England,” by W. Marston 
Acres, published in the Journal of the London Society for 
July, 1929. 
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Auditing the Accounts of an Airport 
By WALTER L. MORGAN 


An audit of the accounts of an airport does not offer any special 
difficulties to the professional accountant experienced in other 
fields of endeavor. Certain phases of audit procedure which 
would not appear in the average audit will confront him, but these 
peculiarities can be readily learned. In an engagement of this 
character the principal difficulty in the path of the accountant is 
liable to be a misfit or inadequate set of books and an inferior 
classification of accounts. If the airport has not a proper ac- 
counting system, the first duty of the auditor is to suggest such 
refinements and improvements as may be necessary to bring it 
into accord with standard practice. 

The airport is a relatively new development, a virgin industry, 
an enterprise with little experience and precedent to guide it. 
Consequently, an auditor can be of great service to airport mana- 
gers if he will provide the records which will assist them in their 
problems. Proper records are necessary to interpret the results 
of experiments, to ascertain the causes of weak operating depart- 
ments and to reduce expenses to a minimum. 


BALANCE-SHEET 


Assets. Bank balances and cash working funds should be veri- 
fied as in the usual audit. The larger airports have recently had 
such large cash resources on hand awaiting completion of con- 
struction programmes that they have gone into the call-money 
market. Call loans can easily be verified by independent certifi- 
cation. The accounts receivable of an airport are rather different 
from those found in the usual enterprise and will be composed 
principally of items billed to others for use of its facilities, for 
repairs to and for sales of airplanes, etc. Amounts due from 
rentals of hangars and other facilities, percentages of flying reve- 
nues and other concessions can be verified by reference to contracts 
in force and the standard-rate schedules maintained by the air- 
port. The amounts due for repairs, sales, etc., are verified as in 
usual audit procedure. The specific items comprehended in this 
subject are discussed later in detail under verification of in- 
come. 
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The verification of inventories, investments and prepaid 
expenses offers no particular problems different from those found 
in the usual audit engagement. 

By far the largest item in any airport balance-sheet is the in- 
vestment in its facilities—land, improvements to field, buildings, 
equipment, etc. The auditor should devote particular attention 
to the verification of these items. Many airports today are 
burdened with excessive construction costs. By reason of rapid 
changes in the industry many items which are no longer used or 
useful property will appear as assets. Depreciation and more 
particularly obsolescence are at high rates. The auditor should 
not only check the book costs of the fixed assets by the construc- 
tion budget, contracts and invoices, but should see that a standard 
property ledger is installed to reflect the true cost of each general 
unit of property. He should then ascertain that the necessary 
rate of depreciation and obsolescence is applied against it. 
Superseded, abandoned or obsolete property items should be 
written off and all other fixed assets properly amortized over their 
useful life. The present tendency is to develop the airport as a 
recreation center as well as a flying field, with swimming pools, 
restaurants, refreshment stands, parks, stores and other income- 
producing units. Consequently, the accountant will find his 
experience in the audit of such independent enterprises helpful 
in his airport engagements. A sound classification of fixed- 
property accounts might include the following: 

Land and leaseholds (classified by sections) 
Improvements to field: 
Grading and clearing 
Fertilizing 
Seeding and development of sod 
Landscaping and hedges 
Drains and catch basins 
Roads 
Sidewalks and curbs 
Runways, take-off strips 
Approaches to runways 
Aprons and taxi strips 
Fencing 
Power lines 
Lighting 
Parking space 

Buildings: 
Hangars 
Administration buildings 
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Ticket and waiting room 
Repair shops 

Garage 

Showrooms and stores 
Gasoline and pump house 
Public toilets 

Refreshment stands 
Restaurant 

Transformer house 

Central heating plant 
Lean-to 

Roadhouse 

Swimming pool, parks, etc. 
Gas and oil storage structures 
Equipment (to be classified in detail) : 
Hangar 

Administration building 
Swimming pool 

Shop equipment 

Furniture and fixtures 

Fire extinguishers 

Ambulance 

Trucks and autos and tractors 
Water and sprinkler system 
Underground conduits 
Booths 

Weather equipment 

Grass cutters and rollers 
Field lighting equipment 

Gas and oil equipment 
Traffic-control system 
Telephone and telegraph system, etc. 


General: 


Liabilities. 








Architect fees 

Engineering fees 
Superintendence 

Interest during construction 
Miscellaneous. 
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The liabilities of an airport are similar in nature 
to those which one would expect to find in the ordinary course of 
business and their audit does not offer any special difficulties. 
Current liabilities include accounts payable, possible notes 
payable, accrued wages, taxes, interest, etc. 
payable are often outstanding on account of the large investment 
required in land and airport improvements. 
can be verified by reference to the stubs of the stock certificates 
or, if there is a registrar or transfer agent, by certification. 


Bonds or mortgages 


The capital stock 
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INCOME 


An airport enjoys various sources of income which are un- | 
common to other forms of business; consequently, the audit will 
involve certain matters of audit procedure which may be of inter- 
est. The following is a general classification of revenue accounts 
of an airport which indicates the nature and sources of income 
which may be expected: 


Admissions and rentals: 
Admissions—flying field (doubtful as revenue producer) 
Parking—flying field 
Admissions—special air-meets 
Rentals of hangars 
Rentals from field storage 
Rentals of showrooms 
Rentals of space in administration building 
Rentals of bunks and sleeping quarters 
Locker rentals 
Income from flying activities: 
Income from commercial privileges (airport percentage): 
(A) Passenger hopping 
(B) Scenic trips 
(C) Student instruction ' 
(D) Chartered and special trips 
(E) Photographic flying 
Landing fees and passenger tolls (represent charges on lines 
not paying commercial privileges) 
Income from flood-lighting of field 
Repairs and sales: 
Repairs of airplanes 
Servicing and maintenance of airplanes 
Profit on sale of airplanes i 
Profit on sale of airplane equipment 
Profit on sale of parts 
Concessions: 
(A) Gas and oil—automobiles 
(B) Refreshment and tobacco stands 
(C) Restaurant 
(D) Shoe shines, vending machines, etc. 
Swimming-pool department: 
(A) Bathing charges 
(B) Parking 
(C) Refreshments, etc. 
Flying-club department: 
(A) Membership dues 
(B) Dances and entertainments 
Advertising income (classify by divisions) 
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Financial income: 
(A) Interest and dividends from investments 
(B) Interest on call loans and saving accounts 
(C) Interest on regular bank accounts 
(D) Purchase discount. 


The extent to which an auditor should verify the income de- 
pends entirely on the internal control and the adequacy of the 
accounting system. It is presumed that the system will compre- 
hend numbered tickets, duplicate repair and sales invoices, gas 
and oil and flying reports, etc. 

Admissions, parking income and bathing charges should be 
verified by reference to canceled numbered tickets. The rental 
income can be audited by examining contracts in force, rate 
schedules, etc. 

The income from commercial privileges represents the airport’s 
percentage of the revenue from flying activities. This revenue is 
classified for statistical purposes into passenger hopping, scenic 
trips, student instruction, special trips, photographic flying, etc. 
Usually airplane and flying companies, after applying for com- 
mercial privilege, guarantee to pay the airport a certain minimum 
for the privilege of operating from the airport. In addition to 
this minimum they pay a certain percentage of their gross revenue. 
The auditor can verify this revenue by checking the individual 
daily and monthly plane records. The daily plane record is 
posted from the daily flying report and reflects the daily minimum 
rate, the daily percentage of flying revenue, ground storage and 
flood-lighting charges. The total of this card forms the basis for 
the monthly charge for commercial privileges and is then posted 
to the monthly summary record. 

Landing fees and passenger tolls can be tested by reference to 
daily operation reports. 

The profit from repairing and sales of airplanes, equipment, 
etc., can be verified by checking purchases, material consumed 
and labor and apportioned overhead on one hand and duplicate 
sales invoices on the other. 

Income from sales of gasoline and oil should be checked to 
daily gas and oil reports. Purchases to be applied against such 
income may be tested. Revenue from concessions and adver- 
tising income can readily be audited by reference to conces- 
sion contracts, supported by the necessary amount of detail 
checking. 
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EXPENSES 
The expenses of an airport should be classified in great detail } 
by departments in order that the management may be guided in 
its endeavors to keep its operating costs and overhead at a mini- 
mum. The accounts which one may ordinarily expect in an air- 
port include the following: 


A—Field division: 
Superintendence / 
Wages 
Light and power 
Maintenance, supplies, water, etc. 

Depreciation of lighting equipment : 
Depreciation of field equipment 

Miscellaneous 

Operation gas and oil services—wages 

Operation gas and oil services—expenses 

B—Hangar division: 

Wages 
Light, heat, power 
Insurance 
Maintenance 
Depreciation of hangars 
Miscellaneous 
Taxes 
C—Repair shops: 
Superintendence 
Wages 
Materials and parts (classified in such detail as may be 
necessary ) 
Light, heat and power 
Maintenance of equipment 
Depreciation of equipment 
Depreciation of buildings 
Insurance 
Shop expense 
Miscellaneous 
D—Operation of administration building: 
Salaries 
Maintenance 
Supplies and expenses 
Depreciation administration building 
Depreciation administration building—equipment 
Heating 
Light, power and water 
Insurance 
Miscellaneous 
Taxes 
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E—Sales divisions (used if sales are not put out on a con- 


cession) : 
Salaries 
Commissions 
Traveling and entertaining 
Advertising 
Sales-office expenses (postage, telephone, supplies, etc.) 
Depreciation of ships 
Maintenance of ships 
Operation of ships 
Bad debts 
Insurance 
Miscellaneous selling expenses, etc. 


F—Swimming-pool division: 


Superintendence 

Wages 

Cost of water 

Light and power 
Filtration material 
Laundry expense 
Advertising 

Depreciation of building 
Depreciation of equipment 
Maintenance 

Suits, towels, etc.—replacements 
Miscellaneous 

Sundry supplies 

Taxes 


G—Parking division: 


Wages of parking employees 
Maintenance of parking space 


Taxes 
H—Flying-club division (classify in such detail as may be 
required): 
I—Field office: 


Clerical salaries 

Stationery, printing and postage 
Telegraph and telephone 
Miscellaneous 


J—General and administrative expenses: 


Salary of officers 

Salaries—executive office 

Executive office expenses 

Rent 

Telegraph and telephone 

Stationery, postage and printing 
Office supplies and expenses 
Depreciation of furniture and fixtures 
Advertising—general public magazines 
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Advertising—newspapers 

Advertising—trade journals 
Advertising—direct by mail, etc. 
Promotion—publicity 

Promotion—meets and races 
Promotion—miscellaneous 

Legal and professional services 

Taxes—income and corporate state taxes 
Compensation insurance and bonding premiums 
Miscellaneous 


The audit of these items does not offer any peculiar problems. 
Salaries and wages may be verified by reference to properly 
approved wage schedules. The ordinary light, power, mainte- 
nance and operating expenses can be verified by proper test 
checks of paid invoices. Depreciation charges should be checked 
to the property ledger and discussed with the management to 
ascertain their adequacy. Amortization of taxes, insurance and 
depreciation can be readily verified during the audit of their 
respective prepaid and accrued accounts. 

To my knowledge little information is available on the subject 
of airport accounting or the audit of airport accounts. This 
article merely indicates some of the more important considera- 
tions of this subject. 
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The Inventory and the Accountant 
By Roy C. BRown 


There has been much discussion during recent years as to what 
responsibility a public accountant should assume for the correct- 
ness of the inventory figure as shown by his report. Such discus- 
sions have in the main tended toward the academic aspect of the 
question. The following history of an actual inventory is offered 
as commentary on the practicability of actual, physical inventory- 
taking by a public accountant, and in some degree it outlines cor- 
rect practice for inventory of materials on hand. 

During the world war I was a supervisory accountant for a 
shipbuilding corporation engaged in building ships for the United 
States shipping board on a flat contract price, extras and changes 
subject to special authorization and approval. 

The corporation had started off on the wrong foot through 
charging direct to individual hulls, whether laid down or to be 
laid down, all material ordered specifically for such hulls and 
charging to stock of material only material and supplies for general 
application as ordered from the storehouse on requisition. There 
came a time when the shipping board, comparing advances with 
percentage of progress, found that the corporation, on the face 
of the record, was over two million dollars ahead in advances as 
compared with fixed and current assets and completed ships de- 
livered and ships on the shipways. 

The storekeeper maintained that he had neither the force nor 
the knowledge of special materials to take an inventory of any- 
thing other than what was under his immediate jurisdiction in the 
main storehouse. A joint audit of the books of the corporation 
by auditors representing the shipping board and public account- 
ants representing the corporation seemed likely, and the ques- 
tion of a true and itemized inventory of all unapplied materials 
became vital. In the circumstances, I undertook to take such an 
inventory. The programme and procedure were as follows: 

First, a supply of inventory cards was ordered, each one pro- 
viding at the top for description of the item, class (the corporation 
had a material classification somewhat similar to the standard 
classification of the American Association of Railway Store- 
keepers) and location. Below were columns for count, unit, price 
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per unit and extension. Cards were numbered serially, beginning 
at one and running straight through to the final number. 

Numbers were assigned to the storehouse, tool house under the 
shipways (where quantities of unapplied tool steel were stored) , 
smith shop, machine shop, mold loft, sub-storehouses along the 
outfitting slip and in the yards, lumber yard, steel yard and ma- 
chinery yard (where the main engines, boilers, etc. were stored) 
and in these places the space was blocked off into sections and 
numbered by painted signs hung on walls, nailed up or erected 
on posts. 

From the time-keeping, time-checking and main offices I organ- 
ized fourteen inventory parties of two men each, one to count 
items and mark, with a dot of red lead from a marking pot, each 
item, bin or container in which items were stored, and the other 
man to fill in the cards. I had assigned to each party, through the 
codperation of the superintendent and the storekeeper, a man 
particularly familiar with the materials to be inventoried. These 
assignments were made daily, according to the requirements of 
the particular count in prospect, and the materials were thus iden- 
tified. These special representatives also verified the count after 
the work became active. 

For more than a week I held two-hour daily drills of the inven- 
tory parties selected from the clerical forces, instructing them how 
to fill in cards properly. I emphasized the importance of accu- 
rately noting location and of showing sizes and shapes of all such 
objects as bolts, nuts and steel and iron bars, and the structural 
shapes, sizes and gauge of plates. The crews were instructed to 
note tracing references as painted on fabricated steel, the charac- 
ter of lumber, the shop order numbers of partly manufactured 
material, the maker’s plate reference, including serial numbers, 
wherever shown on boilers, engines and other machinery, etc. 
Vouchers for materials were exhibited to all, in order that each 
member of the inventory crew might have an idea of how ma- 
terials were described coming from machinery and supply houses, 
lumber companies, etc. 

On the appointed first of the month the inventory crew was 
assembled, and a supply of inventory cards was issued to each 
party of two, who were charged with the serial numbers of cards 
issued and notified that at the close of the day’s work they must 
account for all cards so charged. The work was then commenced 
as arranged. 
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At the completion of each day’s work, the completed cards 
were taken up and credit was given. The cards were placed in the 
hands of another crew of four men familiar with stores and stores 
accounting, by whom they were sorted, classified, priced and 
passed to the comptometer division to be extended, coming back 
to the pricing and classification crew for final inspection. 

The field work consumed ten days, after which the field crew 
was disbanded and the members returned to their routine duties. 
On the morning of the twelfth day all cards were priced, extended, 
sorted according to classification and individual items within each 
classification. Two members of the crew that had priced and ex- 
tended the cards were returned to routine duties. The cards were 
divided as nearly in half as possible, and three stenographers 
were assigned to each of the remaining two men from this crew. 
These men distributed the cards to the stenographers, received 
the completed sheets and reacquired the cards for final checking, 
after which, as a matter of extraordinary precaution, the inven- 
tory sheets were again checked as to calculations by the comp- 
tometer section. Additions were also made in this section, and 
the additions were independently verified by listing adding ma- 
chines. 

The completed inventory was typed, checked and ready for 
our archives and for the shipping board’s representatives in about 
eighteen days. The total unapplied materials amounted to 
nearly two and three quarters of a million dollars in value, and I 
was told by representatives of the shipping board, particularly 
engineers who followed along later to check up unapplied can- 
cellation material, that the completed work was something which 
no other yard had made available to them in a form so easily 
susceptible of quick verification. 

It is possibly unnecessary to add that during the taking of the 
inventory described the usual precautions were exercised to 
insure inclusion of items issued on requisition or otherwise before 
they were counted and exclusion of items received after the first 
of the month. Estimates of indebtedness for materials on hand 
and counted in the inventory, for which invoices had not been re- 
ceived, were set up, and provision was made for listing materials 
known to be in transit, for which invoices had been received and 
delivery of which to the carriers had been completed by the vendors. 

It seems evident that nearly any competent auditor with some 
knowledge of materials or goods, a capacity for organization and 
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leadership, all the force he needs and willing coéperation in 
technical matters from the client can take a full, complete and 
correct inventory which will meet every requirement. 

But the point is raised that the necessary supply of competent 
casual workers to count and list at inventory periods, and subsist 
during the interim on such proceeds as they may be able to 
derive from other casual employment, is simply not available. 

Discussion as to whether public accountants should superintend 
taking of inventories seems to me somewhat futile in the face of 
the fact that existing customs make such action impossible. Prob- 
ably ninety per cent. of inventories are taken as of December 31st 
or June 30th. Inventories must be not only accurate but 
prompt in order to be of value. For every in-charge account- 
ant at such times possibly ten extra men would be needed for 
inventory taking. 

It is true that the inventory is generally the weak spot in a 
public accountant’s report. He proves, or seeks to prove, every 
other item on the balance-sheet, but the inventory count he 
usually accepts from the client unless there is reason to suspect 
errors or fraud; for instance, if the gross profit shows violent fluctua- 
tions in comparison with prior periods or similar types of business. 

The situation is unfortunate, but a solution of the problem is 
not impossible. I believe that as the desire for independent veri- 
fication of inventories increases on the part of financial obligors, 
there will be more and more a trend toward keeping the same 
orderly accounts of stocks of material or merchandise as are kept 
for cash and receivables. Stocks will be classified, and going-in- 
ventory records will be installed and so accurately maintained as 
to be of real and convincing value, both in correctly reflecting the 
quantities on hand and in prevention of overstocking and the 
accumulation of dead stock. 

It will then be possible to inventory goods by classes, at monthly 
intervals throughout the year, adjusting book inventories to actual 
count. Given a situation like this, the outcome might be the de- 
velopment of another profession closely allied to accountancy, 
with a personnel composed of mercantile and technical experts, 
devoting time throughout the year to inventories only and certi- 
fying with full knowledge and authority to the correctness of their 
findings. 

This, however, is only one man’s speculative point of view. In 
the meantime, I do not concede that public accountants generally 
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throw up their hands and confess entire ignorance of the in- 
ventory assets of their clients. 

In numbers of cases I believe that accountants coming in after 
inventories have been taken do personally inventory items that 
run into money and can be counted rapidly, and that by adding 
issues or sales since inventory period and by deducting purchases 
they substantially verify the correctness of the client’s count 
of these particular items, at least. 

I also believe that when stocks are displayed, and not concealed 
by packaging which might conceivably be fraudulently marked or 
whose contents might be misrepresented, a competent auditor 
of a company with whose business he has a working familiarity 
will not be grossly misled as to the reasonable correctness of the 
inventory presented to him, particularly if the descriptions thereon 
are good and the pricing, extensions and footings are found to 
be free from error. 

The great obstruction to the general usefulness of the public 
accountant through his investigations and verifications continues 
to be the reluctance of many clients to expend money for audit- 
ing and to face the facts which thorough auditing may develop. 
The impetus toward auditors’ verification of inventories will cer- 
tainly not come from clients, because of the increased cost, and 
for the auditor to urge that increased expenditure might be 
thought not entirely altruistic, to say the least. 

Business ventures are restricted only to those possessing capi- 
tal or credit. Too many business ventures are initiated by those 
who possess one or both, but lack knowledge and experience, 
and hence their transactions with public accountants are tinged 
with timidity. If the reverse were the case there might not be 
a greater percentage of outstanding merchants and manufac- 
turers, but the general level would be immeasurably elevated, and 
the recommendations of accountants would be viewed with con- 
siderably less alarm and suspicion. 

As far as sympathetic assistance, intelligent effort and discreet 
and friendly counsel may be exercised, I am satisfied that 
most certified public accountants, working both directly with 
their clients and with the public through their national and state 
associations, are assisting to the limit of their abilities in con- 
tinual improvement of the economic structure. 
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AMERICAN INSTITUTE EXAMINATIONS 


{Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers of 


the board of examiners. They represent merely the opinions of the editor of 
the Students’ Department.] 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PART I 
November 14, 1929, 1 P. M. to6 P. M. 


The candidate must answer the first three questions and one other question. 


[Solutions of problems 1 and 2 appeared in THE JOURNAL OF ACCOUNTANCY 
for January, 1930.—Eb1Tor.] 


No. 3 (17 points): 
The balance-sheet of A, B and C, a partnership, as at December 31, 1928, was 
as follows: 





Assets 
nr ie iS on ak oe i hi ot $ 4,000 
DN | 70,000 
a Mola a a tak iw ad hearer eden’ 40,000 
ES re re er re ere 500 
ee ee Lag da ce a citi gai als 65,000 
Nn ee OMe a ag ecatota aeteta eo 20,500 
$200,00 
Liabilities 

Rr re .... atcemeunaa aS EE Wk Oaclae oa $ 20,000 
GS yds. Sin Sa ewaiedede seve nus 60,000 
ERE ae Te RS nee Meee a ae 10,000 
Capital: 

ee akan dca a Oe Sad NN in an AI as nicht 75,000 

Sf, Sed i io negated ae ae Sak A Re eS 30,000 

Te re ha re a a ed ae ral, i at 5,000 


$200,000 





At this date (December 31, 1928), owing to a disagreement, it was decided to 
dissolve the partnership and, forthwith, assets were realized, liabilities were 
liquidated and resultant cash distributions were made to the partners on 
January 31, 1929. 

The accounts receivable realized $55,000, the inventory $30,000 and the fixed 
assets $47,000. 

The profits cf the partnership had been shared in the following proportions: 
A one half, B three eights and C one eighth. 
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A preliminary preparation of the partners’ accounts, toward the end of Janu- 
ary, 1929, indicated a debit balance on C’s account which was of doubtful 


collectibility. 


Prepare the necessary journal entries recording the realization and liquida- 
tion and submit statements of the partners’ accounts, as at January 31, 1929, 


after the cash distribution. 


Solution: 


a eran Maree cid ark ge ere ee ee ya 
EE a ET Co ON ME ee E ee ae 
To record the cash realized from assets. 


(2) 


OPE E CO EEE TREO ELON ee re 
CORE CORE CT POPC OTC ECC Ee 
EE Lee eT ee ene Pe a 
IPE PORE Tee OR ToS Pe ee 


To record loss on realization of assets as follows: 


Balance- Amount 
Assets sheet value realized Loss 
Accounts receivable... $ 70,000 $55,000 $ 15,000 
PRVOROOTY .... < 0c cess 40,000 30,000 10,000 


Deferred charges. ... 500 500 
Fixed assets........ 65,000 47,000 18,000 
CGeedwill......cs.0s. 20,500 20,500 








Total............ $196,000 $132,000 $ 64,000 


(3) 
ee REPO ee ee ere n ee 
I IIINIIII 0.63 sco aniseee ashe consanasaumeiyie 
Ns sai sig toy al chil aa eat a eek ie ee ia tal eon os Se 
To record the payment of liabilities to creditors. 
(4) 
CNT Ts 5, ou cones sae ward a etme Renews ol Ae el 
MOAN a i assis 9 6s wm cone 4g WA eailagey Seat RES 
To record the payment of the loan from B. 
(S) 
I. i idsks ses vawads Pekten tase ees 
Wo) S vaca. la eid Wa hres anew spake Re aeons 
Di. ss 0c cc dewee Sectnns ewer suobars see 
Gi nado bcdivess seas cee eee ease ee eel 
ee re ee re 


To charge the partners with their respective shares 
of the loss on realization. 
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64,000 


20,000 
60,000 


10,000 


32,000 
24,000 
8,000 


$55,000 
30,000 
47,000 


15,000 
10,000 

500 
18,000 
20,500 


80,000 


10,000 
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Before any cash distribution is made to the partners, provision should be 
made for the ‘“‘debit balance on C’s account which was of doubtful collecti- 
bility." The amount of this debit balance is determined as follows: 





A B C Together 
Profit and loss rates 4/8 3/8 1/8 
Total capitals before distributing 
RN eae Sixt od a os tala saps elas $75,000 $30,000 $5,000 $110,000 
Loss on realization.............. 32,000 24,000 8,000 64,000 
Capital balances after loss........ $43,000 $6,000 $ 3,000* $ 46,000 


If C’s account were definitely known to be uncollectible, a journal entry 
should be made writing off the $3,000 account by charges to A and B in the 
profit-and-loss ratio prevailing with respect to these two partners alone—that 
is, four-sevenths to A and three-sevenths to B. If this journal entry were 
made, the credit closing C’s account would be offset by a debit of $1,714.28 to 
A and a debit of $1,285.72 to B. 

But since the account is only of ‘“‘doubtful collectibility,’”’ there is not suffi- 
cient justification for actually writing it off. Therefore the proper procedure 
is to pay A and B such amounts as will leave them with credit balances of 
$1,714.28 and $1,285.72, respectively, allowing the debit balance of $3,000 to 
remain in C’s account until more definite information is available with respect 
to its collectibility. If it should eventually prove to be uncollectible, a journal 
entry can be made writing it off by charges to A and B, as their accounts will 
have been left with precisely proper balances to absorb their correct shares of 
the loss. 





(6) 

Capital accounts 

ie Bence ad oes a alas, Gidinac a. Swe $41,285 .72 

Re tect ite css comed owns er eacerts 4,714.28 

Sc bad con weonee ee her eer pee oe kame $ 46,000.00 
To record cash distributed to A and B. 
A, Band C 
Statement of partners’ capital accounts for the month ended January 31, 1929 
A B ie Together 

Balances at December 31, 

SEE eee $75,000.00 $30,000.00 $ 5,000.00 $110,000.00 
Loss on realization..... 32,000.00 24,000.00 8,000.00 64,000 .00 
Balances before distribu- 

tion of cash.......... $43,000.00 $ 6,000.00 $ 3,000.00* $ 46,000.00 
Cash distribution....... 41,285.72 4,714.28 46,000.00 





Balances at January 31, 
as beh bechaew es $ 1,714.28 $ 1,285.72 $ 3,000.00* 
No. 4 (15 points): 


(a) What is meant by the present worth of a given sum of money, due a 
given number of years hence, compounded at a given rate of interest? 


* Red. 
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(b) A corporation deposited $24,700 as security for the rent of a lease, with 
the understanding that the deposit would be returned in full, but without inter- 
est, at the end of nine years and seven months. 

On the assumption that money can earn 5 per cent. interest per annum and 
that the present worth of one dollar due nine years hence at 5 per cent. com- 
pound interest is $0.6446, calculate the cash value to the corporation of the 
deposit of $24,700 immediately upon its being made. 


Solution: 

(a) The present worth of a given sum of money, due a given number of years 
hence, compounded at a given rate of interest, is a sum, smaller than the “ given 
sum,”’ which, put at compound interest at the given rate, will amount to the 
“‘given sum”’ at the expiration of the given number of years. For instance, in 
a subsequent part of this question, the following statement appears: “the pres- 
ent worth of one dollar due nine years hence at 5 per cent. compound interest is 
$0.6446."" This means that $0.6446 invested at 5 per cent. interest com- 
pounded annually will amount to $1 at the end of nine years. 

(b) If the present worth of one dollar due nine years hence at 5 per cent. 
compound interest is $0.6446, the present value of $24,700 due nine years 
hence, discounted at 5 per cent. is $24,700 x .6446, or $15,921.62. In other 
words, this corporation, after depositing $24,700 under a contract by which it 
loses interest for nine years, is in no better position than it would be if it had 
deposited $15,921.62 for nine years at 5 per cent. compounded annually. In 
either case it would be able to draw out $24,700 at the end of nine years. 

No. 5 (15 points): 
What equal amounts must be deposited in a fund, annually, from January 1, 


1930, to January 1, 1935 (both inclusive), to provide the following annuities 
payable January 1st of each year: 


$1,500 per annum for five years beginning January 1, 1936 


1,000 ‘ ‘“* the next five years, and 
ia” ‘** the next five years following? 
Calculate interest earned at 4 per cent. during the entire period. 
Given (1+i)§ =1.2166529 v® = 8219271 
(1+i)!°= 1.4802443 v= 6755642 
Solution: 


It will be noted that this fund will increase during the period when deposits 
are being made, and will decrease during the period when withdrawals are 
being made. The deposits together with interest thereon, must amount, at 
some date prior to the first withdrawal, to the present value of the sums to be 
withdrawn. The procedure for solving the problem should therefore be: 

(a) Compute, as of some date after the last deposit, the present value of the 

fifteen withdrawals; 

(b) Determine what contributions will be required to produce, at the date 

referred to in (a), the present value computed in (a). 

The most convenient date to use for these computations is January 1, 1935, 
which is one year before the first withdrawal. This is the most convenient date 
because, viewed from this date, 

The five withdrawals of $1,500 each, beginning January 1, 1936, are an ordi- 

nary annuity; 

The five withdrawals of $1,000 each, beginning January 1, 1941, are an an- 

nuity of five rents deferred five periods; 


143 











The Journal of Accountancy 








The five withdrawals of $750 each, beginning January 1, 1946, are an annuity 

of five rents deferred ten periods. 

We shall therefore compute the present value of these three annuities, all dis- 
counted to January 1, 1935: 

Viewed as of January 1, 1935, the first five rents, of $1,500.00 each, are an 
ordinary annuity of five terms (January 1, 1936, to January 1, 1940). 

1—.8219271 (present value of 1 for 5 periods)=.1780729 compound discount 

.1780729 + .04=4.45182233 present value of ordinary annuity of 1. 
$1,500.00 x 4.45182233= $6,677.73 present value of first five rents. 

The second five rents are an annuity of five terms, the first of which is due 
January 1, 1941. At January 1, 1940, the present value of these rents would be 
the present value of an ordinary annuity of five rents of $1,000.00, or 

$1,000.00 x 4.45182233= $4,451.82 present value, at January 1, 1940, of the 

five rents payable from January 1, 
1941, to January 1, 1945. 

To reduce this to the present value at January 1, 1935, it will be necessary to 
multiply by the present value of $1.00, due five periods hence: 

$4,451.82 x .8219271= $3,659.07 

The third five rents are an annuity of five terms, the first of which is due 
January 1, 1946. At January 1, 1945, the present value of these rents would be 
the present value of an ordinary annuity of five rents of $750.00, or 

$750.00 < 4.45182233=$3,338.87 present value, at January 1, 1945, of the 

five rents payable from January 1, 1946, 
to January 1, 1950. 

To reduce this to the present value at January 1, 1935, it will be necessary to 
multiply by the present value of $1.00, due ten periods hence: 

$3,338.87 X .6755642= $2,255.62 


Summary—Present value at January 1, 1935 


Present value of five rents of $1,500.00.............. $ 6,677.73 
Present value of five rents of 1,000.00.............. 3,659.07 
Present value of five rentsof 750.00.............. 2,255.62 

. SEGRE ES TEE yee i re Oana ee $12,592.42 


The next step in the solution is to determine the amount of the contributions 
to be made annually from January 1, 1930, to January 1, 1935, inclusive, to 
produce the required fund of $12,592.42. As six contributions are to be made, 
and as the amount of $1.00 for five periods is given, the amount of $1.00 for six 
periods is computed as follows: 


The amount of $1.00 for five periods...................... $1. 2166529 
RIPE PR RENE OE Se a2 apa eee are eee 1.04 
The amount of $1.00 for six periods...................... 1.265319 
Then: 


$1.265319—1. =$ .265319 compound interest 
.265319+.04= 6.632975 the amount of an ordinary annuity of 1. 
If six annual contributions of $1.00 each will produce a fund of $6.632975, 
then the required fund of $12,592.42 can be produced by contributions of 
$12,592.42+ 6.632975, or $1,898.45. 


144 




















Students’ Department 








Fund Table 
January 1 Deposit Interest Withdrawal Balance 
ND «>. 0 a: Winstre es eA $ 1,898.45 $ $ $ 1,898.45 
i bcediadhe beads 1,898.45 75.94 3,872.84 
MRS dias 4+ nee ee 1,898.45 154.91 5,926.20 
i. < ion aiaemadns 1,898.45 237.05 8,061.70 
ee errs 1,898.45 322.48 10,282 .63 
Soy pavevennaseauwed 1,898.45 411.31 12,592.39 
eee ror 503.70 1,500.00 11,596.09 
Pre eee 463.84 1,500.00 10,559.93 
errr es Te 422.40 1,500.00 9,482.33 
DG kes ks vegudeeehes 379.29 1,500.00 8,361.62 
Se eer pre oe 334.46 1,500.00 7,196.08 
Pa otnscncennanses 287.84 1,000.00 6,483.92 
er or eer: 259. 36 1,000.00 5,743.28 
errr rer 229.73 1,000.00 4,973.01 
See ae 198.92 1,000.00 4,171.93 
BES sedenntteennaws 166.88 1,000.00 3,338.81 
RR Err er ee 133.55 750.00 2,722.36 
6565 Sev enawewn ele 108.90 750.00 2,081.26 
a eee 83.25 750.00 1,414.51 
Serer rer 56.58 750.00 721.09 
DS sh ndin a cep ege 650s 28. 84 750.00 .07* 





$11,390.70 $4,859.23 $16,250.00 








The editor of this department has received several requests to solve the 
following problem set by the University of the State of New York for the 67th 


accountant examination on Tuesday, May 21, 1929: 


The books of Gerard Contracting Company as at December 31, 1928, reveal 


accounts with open balances, viz.: 


MN I 5g Sows ch depen bewanaeee cameron an 
IE URONIME, 5. 5.6. s.0'4 a009-0bacssaws seevaeier 
A CNR... +. <n cucmacitaminabies oae ed 
Reserve for depreciation furniture and fixtures....... 
PROPOR CR, OE VE 
EE IPs COIS iis orig d ape eN Gade cee dan eeea ees 
NS SEO Pe OE ee One rT 
CRN BG GIORUIED, 0.5 0.50 ccicdsecceccsceses 
| pe he AR ea a RN a Mie ie Ae RARE PO ag «= 
Capital stock—300 shares, par $100................ 
re er PERE re ee 
Rent, advertising and miscellaneous overhead expense 
eee ee Ef Wee ee 
DeEnNEn GNGE SUIT GUNED. 5 5. oa cc cciccscenspems 
SIRI CMU. go... vnkcckcs ciesinsscincstaceenee 
Ete oF COIIRCEE CIOOEE. ....<.i5 0 f5c0h eis einaders 
C0088 OF COREFACED 10 POGUTONE. o...06 65 coed sicdewee eu 
Received on contracts in progress...............45: 
BNI. «: < 5-9: 006-6 b-y 4 ace 6 ee od eee ale 





* Red. 


145 





Debit Credit 
$ 8,816 
25,759 
5,565 
$ 1,673 
6,000 
9,500 
2,344 
13,358 
528 
30,000 
42,808 
18,196 
55,531 
43,090 
222,839 
157,040 
87,101 
67,002 
15,288 
$406,219 $406,219 














i 
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From the above trial balance prepare a balance-sheet of the company after 
reserving for federal income taxes and for compensation to the company’s 
manager, Mr. William F. Gerard. 

The contract between the company and Mr. William F. Gerard provides 
compensation to the latter of an amount equivalent to the profits of the busi- 
ness remaining after providing for 6% dividend on the company’s capital stock, 
federal income taxes, and a further credit to surplus of 10% of the profits, after 
charging federal income taxes but before charging manager’s compensation. 
The manager’s compensation is to be treated as a deductible expense in deter- 
mining federal income taxes. 


Solution: 
GERARD CONTRACTING COMPANY 


Statement showing computation of profit per books, before manager’s bonus 
for the year ended December 31, 1928 
Installation Contracts 














and repair closed Total 

PND ccc ccccwcccccccsccccuss QOG Gk. 08 C222 059.090 G770370.00 
PEE OTE CTT CROP 43,090.00 157,040.00 200,130.00 

Gross profit................... $12,441.00 $ 65,799.00 $ 78,240.00 
Deduct— 

Rent, advertising and miscella- 

neous overhead expense....... $ 18,196.00 

ee CR Si ia 42,808.00 61,004.00 
Profit from operations before 

manager’s bonus............... $ 17,236.00 
Add—other income: 

Commissions and discounts. ..... $ 13,358.00 

RE aie res 6 Sees cars as 528.00 13,886.00 





Net profit before manager’s bonus. . $ 31,122.00 





Let B=the bonus 
and let T =the tax 
Since the bonus is to be the amount remaining after providing for (1) 6% 
dividend on the company’s capital stock (6% of $30,000.00, or $1,800.00), 
(2) federal income taxes, and (3) a further credit to surplus of 10% of the 
profits after charging federal income taxes, but before charging manager’s 
bonus, 
B = $31,122.00 —$1,800.00 — T —.10 ($31,122.00 —T) (1) 
And since the tax will be 12% of the profits after deducting the statutory 
credit of $3,000.00 and the bonus, 


T=.12 ($31,122.00 —$3,000.00 — B) (2) 
orT= $3,374.64—.12 B. (3) 
Solving for B: 
B =$31,122.00 — $1,800.00 —T —.10 ($31,122.00—T) (1) 
or B = $29,322.00 —T —$3,112.20+.10 T 
or B=$26,209.80 —.90 T (4) 
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Substituting the value of T in equation (3) for T in equation (4), we have: 


B = $26,209.80 —.90 ($3,374.64 —.12 B) 
or B= $26,209.80 —$3,037.18+.108 B 
or .892B = $23,172.62 
or B=$25,978.27 
Solving for T: 





T =$3,374.64—.12 B (3) 
T = $3,374.64 —.12 ($25,978.27) 
or T = $3,374.64 —$3,117.39 
or T=$ 257.25 
Proof 
Computation of bonus: 
Profit before manager’s bonus........ $31,122.00 
Deduct: 
6% dividend on capital stock....... $1,800.00 
Federal income tax............... 257.25 
Credit to surplus: 
SLE REE eee Ly $31,122.00 
Less—federal income tax........ 257.25 
CERO ET Ee $30,864.75 
$0% thereol.........0scs00s «3,086.48 5,143.73 
Compensation to Mr. Gerard........ $25,978.27 
Computation of tax: 
Profit before manager’s bonus........ $31,122.00 
Deduct—manager’s bonus........... 25,978.27 
$ 5,143.73 
A ee ee 3,000 .00 
Balance subject to tax........0..2..+. $ 2,143.73 
SPECT CE ee re $ 257.25 
GERARD CONTRACTING COMPANY 
Balance-sheet, December 31, 1928 
Assets 
ge ee ee en ee $ 8,816.00 
PTOI. og kk 6 ks ke wesacadeednaccus 25,759.00 
SEE ee ere mre: ey 2,344.00 
Cost Gf COMSERCTS If) PIOGTOED.. ..... 55sec cciscevedics 87,101.00 
fo Gre ee ee $ 5,565.00 
Less—Reserve for depreciation furniture and 
MR gc 5a 5 ay ds arate 4 sdk eee aces eae 1,673.00 3,892.00 
EE (i. ¢dwacenikasb waa <ehe wena e Cae 6,000 .00 
PN so cc bc cat onny te eeinaiie aan eid $133,912.00 
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Liabilities and Net Worth 
a ee eee ere 
re ee 
Received on contracts in progress.............. 
Capital stock—300 shares, par $100............ 
SNE onic. ke SOs Katee LO RRR SOs 645 


Analysis of Surplus for the year ended F 
a Se 
Provision for 6% dividend on capital stock... .. 
10% of profit after provision for federal income ta 


Balance at December 31, 1928, per balance-sheet 


rollo 
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$ 257.25 
16,478.27 
67,002.00 
$30,000 . 00 
20,174.48 50,174.48 





$133,912 


‘mber 31, 1928 

$15,288.00 
1,800 .00 
3,086.48 


$20,174.48 
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Institute Examination in Law 
By SPENCER GORDON 


[The following answers t » the questions set by the board of examiners of the 
American Institute of Ac »untants at the examinations of November, 1929, 
have been prepared at the equest of THE JOURNAL OF ACCOUNTANCY. These 
answers have not been re_ :wed by the board of examiners and are in no way 
official. They represent rely the personal opinions of the author.—Editior, 
THE JOURNAL OF Accou_ NCY.} 


EXAMI! “ION IN COMMERCIAL LAW 
NOVE) 15, 1929, 9 a.m. to 12:30 P.M. 


GROUP I 
Ans 1 the questions in this group. 
No. 1 
Define and explain the f .. wing terms or expressions relative to contracts: 


special damages, liquidated da:nages, legal tender, substantial performance. 
Answer: 

(a) Special damages for breach of contract are those which may not be 
anticipated from an inspection of the contract. They are recoverable only if 
the party breaking the contract knew of the special circumstances which might 
cause such damage. 

(b) Liquidated damages are those which have been made certain in amount. 

(c) Legal tender is that currency which by act of congress is made a suf- 
ficient means of payment of any debt, and which, when offered in payment, con- 
stitutes a tender. 

(d) Substantial performance is that degree of bona-fide performance, short 
of complete performance, which a court will deem a compliance with all the im- 
portant requirements of a contract. 

No. 2 


Lamb & Son were engaged in business under the name of Alpha Paper Works. 
They became insolvent. They entered into an agreement, in the nature of a 
deed of trust, with their creditors under which certain creditors, as trustees, 
were to carry on the business under the name Alpha Paper Company, to divide 
the profits among the creditors pro rata, and when all were paid to return the 
business to the original proprietors. The trustees, as such, gave a note to one 
Reim, who, upon non-payment of the note, sued the creditors alleging them to 
be partners in the conduct of Alpha Paper Company. What should be the 
decision? 

Answer: 

The deed of trust here given appears to be in the nature of an assignment for 
benefit of creditors, and in such an assignment there is no objection to carrying 
on the business if all creditors of the assignor assent. A trust is created, and 
the creditors become beneficiaries or cestui que trustent. All debts con- 
tracted in running the business after the creation of the trust become obligations 
of the trust and also personal obligations of the trustees—in the absence of 
contractual limitations on their personal liability—but the creditors are in 
no sense partners, and cannot be made liable as such. (Where the trust has 
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become insolvent, trust funds paid the creditors may be followed into their 
hands by the creditors of the trust, but recovery can be had only to the extent 
of such funds.) 

No. 3 

While touring during the past summer an accident occurred in which your 
automobile was so damaged that it was a total loss except for salvage of a 
small amount for tires and a few accessories. Can you deduct your loss in 
your federal income-tax return for the year 1929? 

Answer: 

The loss may be deducted in the taxpayers’ federal income-tax return for 
the year 1929. Article 171 of regulations 74, which are the regulations inter- 
preting the 1928 act, provides as follows: 

“ A loss occasioned by damage to an automobile maintained for pleasure, 
where such damage results from the faulty driving of the taxpayer or other 
person operating the automobile, but is not due to the willful act or willful 
negligence of the taxpayer, is a deductible loss in the computation of net 
income. Where damage to a taxpayer’s automobile results from the 
faulty driving of the operator of an automobile with which the automobile 
of the taxpayer collides, the loss occasioned to the taxpayer by such 
damage is likewise deductible.” 

No. 4 
You are elected a director of a corporation which has issued six per cent. 
referred stock and also common stock. What information, other than the 
act that there were earnings available, would you deem it necessary to have in 
order to enable you to vote properly on a resolution to declare a dividend on the 
common stock? 
Answer: 

The director must know that there is a sufficient surplus to cover the pro- 
posed dividends on the common stock, after payment of six per cent. on the 
preferred stock, and after payment of all back dividends on the preferred stock 
if it is cumulative. 


No. 5 

Define a negotiable instrument. Name and explain the two characteristics 
which distinguish a negotiable instrument from an ordinary contract. 
Answer: 

A negotiable instrument is a written unconditional promise, or order on a 
designated person, signed by the maker or drawer, to pay a certain sum in 
money on demand or at a fixed or determinable future time to order or bearer. 
The promise in a negotiable instrument can only be to pay money; whereas 
the promise in a simple contract can be to do other things. The equitable 
defenses of a party to a negotiable instrument are cut off by negotiation into 
the hands of a holder in due course; whereas, equitable defenses on a simple 
contract, which is only assignable as distinguished from negotiable, are not 


cut off by the assignment. 


GROUP II 
Answer any five (5) of the following questions but no more than five: 


No. 6 

Jones, on an automobile trip from New York to Boston, agreed to take a 
valuable parcel for his friend Smith and to deliver it to Smith's son in Provi- 
dence. Jones stopped in Bridgeport for dinner. He took his own property 
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out of the car at the hotel, but Smith’s parcel, which was left in the car, was 
stolen while the car was parked. Discuss the principles involved. 
Answer: 

One receiving goods from the owner for the purpose of caring for them or 
transporting them is a bailee of such goods. His duty with regard to them and 
the degree of care he is required to exercise depend upon the circumstances of 
the bailment. Jones was a gratuitous bailee. As such he was not an insurer 
of the goods, nor was he held to any high standard of care regarding them. He 
was, however, bound to exercise as reasonably high a degree of care over the 
bailed goods as he might reasonably be expected to exercise over his own, 
particularly in view of the fact that he was aware that the goods were valuable. 
He removed his own property from the car, but neglected to remove Smith’s 
parcel. It would seem that he had failed to exercise the requisite degree of 
care over Smith’s parcel, and that he would be liable for its value when lost. 
It has been said that a gratuitous bailee is liable only for goods lost through his 
own gross negligence, but it seems preferable to express his liability in terms 
of the degree of care required in the circumstances. 

No. 7 
Detroit, Mich., July 5, 1929. 

Sixty days after date I promise to pay to the order of O. R. King six hundred 

dollars at the Citizens’ National Bank, Detroit, Michigan. Value received. 
FREDERICK THOMPSON, 


By James Thompson, 
Attorney-in-fact. 


Actually James Thompson had no authority from Frederick Thompson to 
execute the above note. From whom cana holder in due course recover? 
Answer: 

Section 39 of the negotiable-instruments law makes one who has signed a 
principal’s name without authority liable on the note. A holder in due course, 
therefore, can recover from James Thompson, and, by sections 115 and 116, 
from any unqualified endorser. Frederick Thompson is not liable. 


No. 8 

Burns and Sanford are partners, conducting a profitable business. Sanford, 
however, is so much of a spendthrift that he falls deeply in debt and is forced 
into bankruptcy by his creditors. What effect, if any, does this have on the 
partnership? 

Answer: 

The liability of the partnership is fixed by section 5 (h) of the United States 
bankruptcy law, which provides that ‘‘in the event of one or more but not all 
of the members of a partnership being adjudged bankrupt, the partnership 
property shall not be administered in bankruptcy, unless by consent of the 
partner or partners not adjudged bankrupt, but such partner or partners not 
adjudged bankrupt shall settle the partnership business as expeditiously as 
its nature will permit and account for the interest of the partner or partners 
adjudged bankrupt.” 


No. 9 

Knapp became an accommodation endorser on a note made by Styles. 
When the note matured Styles failed to pay and it was paid by Knapp. Kna »P 
sued Styles on the note for the amount due. Styles set up the technical 
fense that the note was discharged by eal Ss payment and that therefore = 
suit could be based on it. Was he correct? 
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Answer: 

Section 202 of the negotiable instruments law provides: ‘‘ When the instru- 
ment is paid by a party secondarily liable thereon, it is not discharged; but the 
party so paying it is remitted to his former rights as regards all prior par- 
ties ..."’ Interpreting this section with regard to accommodation endorsers, 
some courts hold that such endorsers have no “ prior rights’’ to which they may 
be remitted, on the theory that they were never endorsees or payees, and 
therefore consider the note as discharged, but even these courts allow recovery 
by the endorser on an implied contract of suretyship. Other courts consider 
the “former rights’’ clause not applicable to accommodation endorsers and 
allow recovery on the note itself. 

No. 10 

In 1921 A purchased real estate for the sum of $20,000. In 1929 he made an 
exchange with B, receiving another parcel of property, having a value of $25,- 
000, and $5,000 in cash. What was A’s taxable income from the transaction? 
Answer: 

Assuming that A purchased the real estate in question for investment and 
assuming he was not a real-estate dealer, his taxable income from the transac- 
tion would not exceed $5,000 in cash. Article 572 of regulations 74 provides: 


“Tn the following cases no gain or loss is recognized: 

“(a) If property held for productive use in trade or business or for in- 
vestment (not including stock in trade or other property held primarily 
for sale, nor stocks, bonds, notes, choses in action, certificates of trust or 
beneficial interest, or other securities or evidences of indebtedness or 
interest) is exchanged solely for property of a like kind to be held either for 
productive use in trade or business or for investment. . . . Unproductive 
real estate held by one other than a dealer for future use or future realiza- 
tion of the increment in value is held for investment and not primarily for 
sale.” 

Article 573 of regulations 74 provides as follows: 

“Exchanges of property for other property and money.—If an exchange 
would fall within the provisions of article 572 but for the fact that the 
property received in exchange consists not only of property permitted by 
that article to be received without the recognition of gain, but also of other 

roperty or money, the gain, if any, to the recipient shall be recognized, 

ut in an amount not in excess of the sum of the money and the fair market 
value of the other property. No loss from such an exchange will be recog- 
nized. (See section 122 (e).) 

“Example: A in 1928 exchanged real estate which he had purchased in 
1917 for $5,000 for other real estate having a fair market value of $6,000 
and $2,000 in cash. The gain from the transaction, that is, $3,000, is 
recognized only to the extent of $2,000, the amount which was received in 
cash. A’s taxable income from the exchange is, therefore, $2,000. See 
article 597 for the basis for determining gain or loss from a subsequent 
sale.”’ 


No. 11 

What income-tax cases may be appealed to the board of tax appeals and 
when must such appeal be taken? 
Answer: 

Income-tax cases for years subsequent to 1915 in which the commissioner of 
internal revenue has determined a deficiency in taxes may be appealed to the 
board of tax appeals. Such appeals must be taken within sixty days from the 
date of the deficiency letter. If the sixtieth day falls on Sunday, the appeal 
may be filed on the sixty-first day. 
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No. 12 

Park sold certain goods to Markoe, shipping them by express and forwarding 
a negotiable bill of lading therefor to Markoe. Markoe was insolvent and while 
the goods were in transit he made an assignment of his property, re re | the 
bill of lading, for the benefit of his creditors. Park, on being advised of the 
facts and before the goods were delivered, exercised a right of stoppage in 
transitu by proper notice to the express someny. Markoe’s assignee claimed 
the goods by reason of holding the bill of lading, maintaining that the transfer 
to him of the document ended Park’s right of stoppage in transitu. To whom 
should the goods be awarded? 

Answer: 

The goods should be given to Park. The assignee for the benefit of creditors 
is not a bona-fide purchaser for value; and therefore the assignment did not cut 
off Park’s right to stoppage in transitu. 

No. 13 

Frank, who owned an apartment house, borrowed a sum of money from 
Sloane, giving Sloane a power of attorney to collect rents of the apartment 
house and apply them to reduction of the loan until paid in full. Frank died 
before the loan was repaid. Was the power of attorney revoked by such death? 
Answer: 

In general, death of the principal will revoke an agency. One exception to 
this general rule is that death of the principal will not revoke an agency which is 
coupled with an interest of the agent in the subject matter of the agency itself. 
The facts of the present case constitute such an agency coupled with an inter- 
est, for the agency given is a security for the principal’s indebtedness, and his 
death will not revoke it. 
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Book Reviews 


PUBLISHERS’ ACCOUNTS, by SypNEy BEEvers. Gee & Co., Lid., London. 
55 pages. 

Twenty-five pages of this brief treatise, Publishers’ Accounts, are devoted 
to accounting forms and pro-forma ledger accounts. 

The title is decidedly broader in scope than the contents, the latter being 
restricted to problems of publishers of what are commonly known in this coun- 
try as ‘‘trade”’ books, i.e., fiction, biographies, etc., sold primarily through 
booksellers, as distinguished from textbooks which are sold through ‘‘adop- 
tions’’ by state, county or local school boards. 

The first seven pages contain an excellent and concise description of the busi- 
ness of a book publisher, the character of arrangements made with authors, 
and the processes through which the manuscripts pass from the time they leave 
the authors’ hands until they reach the public as finished books. 

The most important problem in the accounts of book publishers is the treat- 
ment of what in this country are usually called “plates,” really representing 
all the preliminary expense of a book prior to its actual printing. This in- 
cludes editorial and art work, composition and the cost of electrotypes. 

The author calls this item “copyrights” and suggests two alternative plans. 
Under the first of these the plate cost is ordinarily to be written off over the first 
edition in proportion to the copies sold. He further stipulates, however, that, 
if the sales decline so rapidly that it is evident the first edition will never be sold 
out, then depreciation must be written off more rapidly. On the other hand, 
he suggests that ‘‘where it appears probable that a second edition of a book 
may be made with success, or reproduction in other countries or in serial form 
or a cheap edition is contemplated, then the original value of the copyright must 
first be apportioned as between the first edition and all later issues.’’ It is 
perhaps possible roughly to estimate this latter figure when the publisher’s 
books are closed only once a year and the necessary time is available to analyze 
the past record and future probabilities of each individual title, but most 
American publishers are demanding more frequent closings. Again, the 
analysis of perhaps two or three thousand titles would be far more of a task 
than the results would be worth. 

Most American publishers of this class of books either write off the plate ex- 
penditures arbitrarily over a very limited period or actually charge them off 
entirely on the date of publication. 

The author’s other suggested plan is a revaluation as of the date of each bal- 
ance-sheet. He suggests that the copyright value of each title be determined as 
‘three years’ purchase of gross profits derived from the book during the period 
covered by the accounts”’ and that the total of such valuations of all titles be 
used on the balance-sheet provided such total is not in excess of the original 
cost of copyrights (plates) for all of the books. He goes on to say that so long 
as the total calculated value is not in excess of total actual cost ‘‘any deprecia- 
tion in value of one copyright may quite fairly be offset by appreciation in value 
of another copyright. This opinion seems so reasonable that criticism of it is 
apt to be thought harsh and churlish.”’ 
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In spite of these hard names for critics of the plan, the author himself isn't 
so very certain of his ground, for he immediately goes on to say: 


“This method is not without danger, and great care and discretion 
should be exercised in its application, as it does undoubtedly tend to 
over-valuation of copyrights, with cumulative effect over a period of years, 
and, consequently, is frequently a decisive factor in bringing about a pub- 
lisher’s insolvency. It should, accordingly, always be borne in mind that 
copyright is, at its best, a very intangible asset, and almost of negligible 
value from the point of view of working capital. Where this second 
method of determining the value of copyrights is in use, it is recom- 
mended that the principles set forth as being applicable to the first 
method should be kept in mind. By so doing, it may be found advisable 
at times to modify the strict interpretation of the valuation rules and 
allow for actual depreciation, in spite of an apparent increase in market 
value.” 


It seems to this reviewer that the inclusion of such copyright valuations in 
the accounts with the inferred consequent effect upon profits is thoroughly 
vicious. Sales of publishing businesses have not infrequently been made in 
which plates and copyrights together have been valued on the basis of gross 
profits, although this reviewer never heard of one in which the valuation (for a 
trade publisher, at least) was anything like three times the current gross profits. 
Aside from that, however, the application of this principle would almost in- 
variably amount to continuously capitalizing a large proportion of the normal 
plate depreciation charges as an intangible asset (analogous to goodwill) with 
an equivalent inflation of profits. 

The accounting forms and the explanations of their use are of only academic 
interest to an American publisher or accountant. 


H. S. Morse. 
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